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EXECUTIVE
SUMMARY
Going public is a long, involved process that represents a
significant milestone for any company. As an entrepreneur, you
may be thinking of taking your company public. If so, you undoubtedly have many questions.
We at Deloitte Haskins & Sells have been advising clients
and assisting them in the process of going public for many years.
As a result of that experience, we have prepared this guidebook
to assist you in answering those questions, to acquaint you with
the "language" of going public, and to give you a working
knowledge of the process.
This guidebook will give y o u - t h e chief executive officerenough information to understand what a successful offering
requires, whom you will need to assist you, what your own role
will be, what restrictions you must comply with, and what impact
a public offering will have on you and your company. Your chief
financial officer and your in-house counsel will also find this a
useful reference.
To assist you in using this guidebook, we have
summarized below the elements that are contained in each
section :
The typical sequence of events. This section explains
what is popularly meant by "going public" and gives an overview
of the entire process.
Should you go public? Public ownership can provide significant benefits to a company and its stockholders, but it has
many disadvantages, too. All the pros, cons, and alternatives
must be weighed before you decide whether this is the right
course for you.
Are you ready to go public? Even if you may have decided
to take your company public, your company may not yet be acceptable to the public market. This section discusses the general
market criteria and the compensating factors that will allow an
early-stage company to go public.
Pre-public planning. It is never too early to start thinking
about going public. Whether you decide to move ahead now or to
wait a year or two, you should be aware of the steps that need to
be taken to transform your company into an acceptable vehicle
for a public offering.

The underwriters. Competent underwriters are critical to
the long-term, as well as immediate, success of your public offering. This section discusses the criteria to use in selecting underwriters and, just as important, the criteria they use in deciding
whether they want to take you public. It also explains the factors
the underwriters consider when pricing your stock.
Planning and preparing the registration statement. Everyone - you, your underwriters, your attorneys, your accountants,
and your printers - will and should be involved in preparing the
registration statement. A typical timetable for a public offering is
presented, showing each person's role and the tasks that must
be completed. The costs involved in going public are also
examined.
The registration process. Preparing the registration statement for filing with the Securities and Exchange Commission is a
highly technical legal process which your attorneys will guide
you through. To assist you in understanding the process, this
section discusses the information requirements and the
mechanics of filing the statement.
The waiting period. The actual selling effort occurs during
the weeks immediately preceding the effective date of your
registration statement. You should be aware of the rules governing what you can and cannot do and say during this period and
what your involvement in the selling effort will be.
Closing the deal. Once your registration statement goes
"effective", the remaining events in the process of going public
occur very quickly. The underwriting agreements will be signed, a
registrar and transfer agent will prepare the stock certificates,
and a formal closing will be held.
After you go public.... Once the offering is completed, you
must look ahead to the responsibilities and duties you will have
as the head of a public company. This section explains over-thecounter trading, your relationship with the financial community,
and the federal securities laws which may affect you.
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1. THE TYPICAL
SEQUENCE
OF EVENTS

SECTION 1
THE TYPICAL
SEQUENCE OF EVENTS

A public company differs from a closely-held company in
that its stock is owned by a large number of stockholders and can
be easily bought or sold through a stock exchange or in the overthe-counter market. A closely-held company "goes public" when
it sells securities to the general public for the first time and such
sale requires the company to file a registration statement in accordance with the Securities Act of 1933 (the "1933 Act"). While
you may sell securities to the general public by other means (the
Appendix discusses the use of intrastate offerings and Regulation A offerings), the term "going public", as commonly used,
refers to those instances where a 1933 Act filing is required. The
process is also often called the "initial public offering", or "IPO".
The company can sell new shares of stock (a "primary
offering"), existing shareholders can sell portions of their holdings (a "secondary offering"), or both (a "partial secondary
offering"). While your own situation may change the circumstances slightly, a typical sequence of events occurs in the
course of going public.
Once you have decided that a public offering would be appropriate for your company, you will invite several investment
banking firms, or underwriters, to discuss this possibility with
you. Those who are interested will meet with you and your
management team to investigate the company's operations and
prospects. The underwriters will submit proposals, you will
select one firm, and the formal process will begin. At this point,
you will not have any binding commitments with the
underwriters. To help you decide whether to proceed, they will
give you a range of prices they think the stock can be sold for,
and the approximate number of shares that can be sold. The
registration process can take several months, and market
conditions can change dramatically in that period of time. Consequently, a series of pricing discussions will take place, and the
share price and size of the offering will not be finalized until the
evening before the stock is ready to be sold.
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The 1933 Act requires that a registration statement be
filed with the Securities and Exchange Commission (SEC) before
securities may be offered for sale, and a registration statement
be in effect before securities are sold or delivered, using interstate commerce or the mails. In addition, the 1933 Act requires
complete disclosure of certain information so that potential investors may make an informed decision to invest in a given
security. The SEC does not evaluate the merit or value of the
securities it reviews. It only determines whether the disclosures
made in the registration statement and the prospectus are complete and clear enough to inform the investor adequately.
Writing the registration statement to comply with SEC
requirements is a team effort between management, your underwriters, your attorneys, and your accountants, and is usually the
most time-consuming step in the process of going public. When
the underwriting process begins, you will need to hold an "all
hands" meeting to delegate responsibility for preparing the
various sections of the registration statement and to establish a
timetable for completing it. When completed (it usually requires a
month or two of intensive effort), the preliminary registration
statement is filed with the SEC.
The registration statement contains the prospectus, a
brochure or booklet used as the selling document. In the interval
between the initial filing of the registration statement and the effective date (the "waiting period"), the company and the underwriters may distribute copies of the preliminary prospectus. Such
prospectus must bear a legend stating that a registration statement related to the offering has been filed with the SEC but has
not yet become effective, and that the securities may not be sold
nor may offers to buy be accepted before that effective date. Because this legend is printed in red ink, the preliminary prospectus
is commonly referred to as the "red herring" prospectus.
As a practical matter, most of the underwriters' selling effort takes place during this waiting period. After the registration
statement is filed, the managing underwriter will form a
syndicate of underwriters. As firms join the syndicate, their
salespeople will begin to distribute the red herrings to their
clients and to orally solicit orders. These orders are considered
only as indications of interest and may be cancelled by the
customers after receipt of the final prospectus.
At the same time, the SEC will review the registration
statement. It will usually respond in four to six weeks with
comments and questions. The registration statement will be
modified as necessary and the SEC, when satisfied, will declare
it effective.
10

Immediately before the statement goes effective, you will
complete final negotiations with the underwriter, settling on the
number of shares and the offering price, and file an amended
prospectus reflecting this. When the registration statement is
declared effective, you have the final prospectus printed, and the
underwriters send it to their customers along with the confirmation of sale.
Just as most financing transactions, a closing is held
after the registration is effective and the offering has commenced. The securities are delivered to the underwriter for distribution to their customers, and the proceeds from the sale of stock
are paid to the issuer. The closing takes place approximately
seven days after the effective date, giving the underwriters time
to receive payment for the securities from most of their customers in response to the confirmations of sale sent out.
Section 6 includes a sample timetable which can be used
as a guide in your offering. The timetable includes all the actions
that need to be taken to complete a public offering, and will
graphically explain why the process is so time-consuming.
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2. SHOULD YOU
GO PUBLIC?
The Advantages
The Disadvantages
Alternatives

SECTION 2
SHOULD YOU GO PUBLIC?

Healthy, growing companies frequently find themselves
in a position where retained earnings and/or short-term loans do
not meet their capital requirements. Additional capital is needed
to fund continuing growth. The more rapid the growth, the more
working capital that is required to fund increasing levels of inventory and receivables. Growth also requires more capital to invest
in additional plant and equipment, to expand research and
development efforts, or to retire existing debt. Going public is
one way of acquiring the needed funds.
The decision to go public is a major one in any company's
life and is not one to be reached lightly. You must carefully weigh
the advantages, disadvantages, and alternatives before proceeding.

The Advantages
Going public may provide possible benefits to both a
company and its stockholders. The major benefits include:
Less dilution. If your company is at the stage where it is
ready to go public, you may command a higher price for your
securities through a public offering than through a private placement or other form of equity financing. This means you give up
less of your company to receive the same amount of funding.
Enhanced ability to borrow. When you sell stock you increase your net worth and improve your debt-to-equity ratio. This
should allow you to borrow money on more favorable terms in the
future.
Enhanced ability to raise equity. If your company
continues to grow, you will eventually need additional permanent
financing. If your stock performs well in the stock market, you
will be able to sell additional stock on favorable terms.
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Liquidity and valuation. Once your company goes public,
a market will be established for your stock and you will have an
effective way of valuing that stock. You and your co-founders may
have invested everything you own into the company. A public
market makes it easier for you to dispose of a portion of your interest, should you want to diversify your investment portfolio or
should you merely want some spending money. And, subject to
some SEC regulations (see discussion of Rule 144 on page 29),
you can sell whenever the need arises.
Major stockholders, such as venture capital firms, may
require this liquidity. Venture capital firms generally organize
funds with a fixed life of five years or so. At the end of that period
they need to liquidate the fund. By going public, you provide the
venture capitalists with the ability to sell their holdings or to have
publicly-tradeable stock which can be distributed to their fund
participants.
Stock options offered by emerging public companies
have much appeal and can help you to recruit or retain wellqualified executives and to motivate your employeeshareholders. There is a high potential for increases in value, and
your stock prices can be easily followed. Prices will be quoted
daily and may even appear in the newspapers. Unlike options
offered by a nonpublic company, yours will have an easily determinable value and your stock can be sold over the counter.
Prestige. You and your co-founders gain an enormous
amount of personal prestige from being associated with a company that goes public. It is one measure of success, and many of
today's entrepreneurs start companies with the goal of eventually taking those companies public.
A public market for your stock will also enhance your corporate image and generate more interest in the company from
your customers, suppliers, and business associates.
Personal wealth. Not an insignificant factor, a public offering can enhance your net worth. Stories abound of the many
millionaires and multi-millionaires that have been created
through public offerings. A recent issue of Venture Magazine
reported that 320 individuals were made millionaires through
initial public offerings in 1982 alone. In recent years, emerging
companies have used their potential for going public as a draw in
recruiting executives.
Even if you don't realize immediate profits by selling a
portion of your existing stock during the initial offering, you can
use publicly-traded stock as collateral to secure borrowings for
other investments.
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The Disadvantages
There are also some very significant disadvantages to going public that should be weighed against the many advantages.
Expense. The cost of going public is substantial, both initially and on an ongoing basis. As for the initial costs, the underwriters' commission can run as high as 10% or more of the total
offering. Additionally, you can incur out-of-pocket expenses of
$200,000 to $300,000 for even a small offering. (These initial expenses are discussed at greater length in Section 6.)
On an ongoing basis, regulatory reporting requirements
will increase paperwork. You will have to hold formal board and
stockholder meetings and devote a significant amount of time to
investor relations.
Disclosure of information. As a publicly-held corporation,
your company's operations and financial situation are open to
public scrutiny. Information concerning the company, officers,
directors, and certain shareholders - information not ordinarily
disclosed by privately held companies - will now be available to
competitors, customers, employees, and others. Such
information as your company's sales, profits, your competitive
edge, and the salaries and perquisites of your officers and
directors must be disclosed not only when you initially go public,
but also on a continuing basis thereafter.
Pressure to maintain growth pattern. You will be subject
to considerable internal and external pressure to maintain the
growth rate you have established. If your sales or earnings
deviate from the established trend, stockholders may become apprehensive and sell their stock, driving down its price. Additionally, you will have to begin reporting operating results quarterly.
People will evaluate the company on a quarterly, rather than an
annual, basis. This will intensify the pressure and shorten your
planning and operating horizons significantly. The pressure may
tempt you to make short-term decisions that could have harmful
long-term impact on the company.
Loss of control. If a sufficiently large proportion of your
shares is sold to the public, you may be threatened with the loss
of control of the company. And once your company is publiclyheld, the potential exists for further dilution of your control
through subsequent public offerings and acquisitions.
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Alternatives
Your decision to go public should be based on the conclusion that it is the best solution to your current financial situation.
So, as part of your evaluation process, you need to give some
thought to alternative methods of raising capital.
The most common way to raise additional capital is to
borrow. Loans can be obtained from banks, inventory and receivable financing companies, equipment leasing companies, etc.
The advantages of loans are that they are relatively simple to arrange and they will not dilute your ownership. However, these
short-term forms of debt are traditionally used only for working
capital and for some equipment acquisitions; you must look to
long-term debt or permanent equity capital to acquire major
facilities or to support existing and future debt.
The use of short-term and long-term debt rather than
equity is a higher risk strategy for growth. In incurring debt, you
subject your company to a firm obligation. A downturn in your
business and/or an increase in interest rates could mean that you
will not be able to meet your payments. Many companies have
faltered this way. The risk of debt is reflected in the fact that,
generally, the higher a company is leveraged, the lower its priceearnings ratio.
Among alternatives that may be available to you are funding through research-and-development limited partnerships, venture capital financing and other private placements of stock, intrastate offerings, and Regulation A offerings. Although the cost
of capital can often be higher with these alternatives than with a
public offering, they do not have all the disadvantages inherent in
going public. These vehicles for raising capital are discussed in
greater detail in the Appendix.

As the owner or major stockholder of a private corporation, you must weigh the advantages and disadvantages of going
public in light of the plans and goals you have for yourself and
your company. You should consider the alternatives and discuss
the matter thoroughly with your attorneys, your independent accountants, and your other professional advisors. Going public is
not an easy task. But the benefits could make it ideal for you and
your company.
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3. ARE YOU READY
TO GOPUBLIC?

SECTION 3
ARE YOU READY TO GO PUBLIC?
The majority of companies that have recently gone public
have reached certain levels of size, profitability, and growth. The
public market most readily accepts companies that have
achieved:
•

Sales of $15-20 million;

•

Net income of $1 million or more in the current fiscal year;
and

•

An annual growth rate of 30-50%, with the prospect of
continuing growth at that rate for the next few years. To
draw financial and institutional investors, the company
must have the near-term potential to generate revenues of
$50-100 million.

This is not to say that you must wait until you reach those
levels to go public. There have been many early-stage companies
- companies that had yet to show a profit - that have gone public.
Typically, these companies have reached a point in their development when most of their technological, manufacturing, and marketing risks had been substantially reduced, earning them the
right to command higher prices for their stock. These higher
prices make the companies less attractive to the venture
capitalist. (Venture capitalists require much higher rates of return
on their investments because they invest in companies with
much greater risk than is acceptable to the public market. Because of these risks, they are not willing to pay as much for their
investments.) Going public is therefore the best solution for
these early-stage companies.
But such companies are unproven and lack sufficient
operating history. These are not unsubstantial risks, and underwriters look for some key compensating factors, factors which
create "glamour" or "sizzle" in a company:
•

Management team. Underwriters view the quality of the
management team as the most critical factor. Top
management personnel must have the capability to deal
with the anticipated growth and to maintain the
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company's leadership position. One or two executives
who have successfully built other public companies and
have established credibility in the financial community
may be all that is necessary to alleviate the anxiety that
underwriters and investors have about an unproven
company.
•

Leadership position in the industry. In order to attract investors, an unproven company needs a product that
indicates it is on the leading edge in its field. Whether it
be new technology or enhancement of an old idea, the investing public needs to perceive the company's potential
as unlimited, with exciting new product development in a
growth industry and the probability of being more than
just a one-product company.

•

Market opportunity. Your product must have a market that
will support growth of 30-50% a year.

There are, however, some hazards to an early offering. You
must be confident that your business and your product are sufficiently developed and that your key people are in place. A company that flounders after going public will lose credibility in the
public market, and the investors' confidence in it will be difficult,
if not impossible, to regain. If you have any doubts at all, you
should seek other forms of financing. When your company
strengthens, you can proceed with the public offering.
Public offerings are not limited to these growth
companies. Many offerings are underwritten for companies with
a long and continuous record of good sales and earnings. These
companies may not be spectacular, but they offer the public a
good long-term investment at a reasonable price-earnings ratio.
There are many companies, too, that have no operating
history nor all the characteristics discussed above. High-risk
investments, such as the so-called "penny stocks", can attract
that segment of the market comprising speculators rather than
long-term investors. These types of offerings, however, are
generally not done by the major underwriting firms.
The timing of your offering will be a major consideration.
If your stock is attractive, you can sell it at any time. To obtain the
best price for your stock, however, market conditions must be
favorable and the investing public must be in the mood to buy a
new issue. Your investment bankers are in the best position to
advise you whether now is an opportune time or, in their words,
whether the " w i n d o w " for new issues is open.
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4. PRE-PUBLIC
PLANNING
Preparing for the Transition
Creating A Public Image
The Role of Counsel
Selecting Accountants

SECTION 4
PRE-PUBLIC PLANNING

Any company contemplating a public offering should
begin planning long in advance. Substantial preliminary work
may be required, and some of the decisions which must be made
before going public require a long time to put into effect.

Preparing for the Transition
Running your own company is vastly different from
running a company for a countless number of stockholders. Your
fiduciary responsibility to your stockholders means that you
must be more formal in managing the business and that you must
comply with all the requirements imposed by federal securities
laws. You should be aware of the consequences well before you
transform your business into a public company. (These
consequences are discussed in Section 10.)
It is important that you and your company be psychologically ready to accept these added responsibilities. To prepare
themselves, many companies employ the strategy of operating
as if they are public companies from the very beginning.
These companies maintain adequate records and internal
controls. They learn to generate reliable and meaningful monthly
financial statements, so that when quarterly reporting is
required, the mechanisms for producing those reports are
already in place. In receiving timely financial information,
managers discipline themselves to analyze operations and
results more frequently and accustom themselves to the
pressures of quarterly performance evaluations.
A more formal management style also means formal
board meetings on a monthly or quarterly basis. Rather than the
president making the decisions alone, the directors become involved in setting company policies and strategies and reviewing
operating results. The board may also establish an audit committee to oversee the selection of independent accountants and the
scope and results of their audits.
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Before your company goes public, you must also take a
critical look at your board of directors. They will assume greater
responsibilities as a result of the company going public and their
credentials must suit their responsibilities. The board members
must be acceptable to the public and the public must have confidence in them. If your board consists of friends and relatives
who do not have the necessary credentials, you should change
the composition of the board.

Creating a Public Image
A company marketing its products goes to great lengths
to create an image with its customers and with people who can
influence those customers' buying decisions. Likewise, when
going public, you must create an image with the people who will
buy your stock and with those who can influence that buying
decision.
Various research studies over the years have concluded
that 10% of the people influence the other 90%. Since it is impossible to directly reach each prospective purchaser of your
stock, you must rely on reaching that 10% with influence. These
people include financial analysts, stockbrokers, the business
press, and newsletter and specialty publications which follow
your business from a financial standpoint.
Name recognition, a very important factor in pricing your
stock, can't be developed overnight. And, as we discuss in a later
section, the type of publicity you can use is limited once you
have made the decision to go public. Consequently, it is
important that you begin trying to influence these people at least
a year before you plan on going public. You can try to do this
yourself, although like accounting and legal work, financial
public relations is a specialty. You may want to contact a public
relations firm experienced in working with the business press
and with security analysts.
You should develop a list of analysts and business press
editors who follow your industry and put them on your mailing
list for press releases and significant information about your
company. Most of these people are located in New York City, although some are located around the country in other major cities.
If you go to these cities, make a point of visiting these people.
Properly approached, they will be eager to see you and hear your
company's story. It is their job to search out and report on companies like yours that will someday become public companies.
26

Additionally, identify the most respected analysts in your
industry and target them for special attention. A public relations
agency experienced in financial public relations can help you do
this.
Large trade associations frequently hold conferences
where companies can present themselves to the press and the
analysts. If these exist in your industry, arrange for a presentation
of your company. Additionally, analysts frequently attend major
trade shows and technical conferences to keep abreast of
products in their field. If the key analysts attend shows where you
exhibit, you should make a special effort to demonstrate your
product and introduce your key managers and engineers.
Many entrepreneurial companies publicize one or two key
individuals such as the founder or a chief scientist or inventor.
Financial analysts and the business press, however, like to probe
more deeply into the company. You should certainly focus
attention on these individuals, but demonstrating your depth of
management and engineering talent is just as important. You
should also publicize your key executives, managers, and engineers.

The Role of Counsel
Because going public is a highly technical legal process,
you will be working more closely with your attorneys than with
the other professionals assisting in your offering.
SEC legal work is very complex and highly specialized,
and there are serious penalties for registration statements containing misleading or false information. It is extremely important
that you have legal counsel who has had prior SEC experience
and knows the intricacies of working with the SEC. If your
general counsel is not equipped to handle your offering, he or
she may be able to recommend a legal firm to you.
Counsel's role in the offering will begin with advising you
as to whether you should even undertake a public offering. You
may have pending litigation that must be settled or you may have
arrangements, such as royalty agreements, that must be revised
before you are marketable as a public company. Counsel will advise you as to the steps that need to be taken.
When you've made the decision to go public, a
substantial amount of preliminary legal work not directly related
27

to the preparation of the registration statement must be performed. Attorneys refer to this as "housekeeping".
The company going public must have an organizational
structure suitable for public investment. The business should be
conducted through a single corporation or a parent corporation
with subsidiaries. But many closely-held businesses are conducted by a number of corporations under common ownership,
by partnerships, or by combinations of business entities. Considerable work may be required to reorganize these various
entities by mergers, liquidations, and capital contributions.
Even when there is a single corporation, the capital structure may need revision. You may need to simplify a complex capital structure by redeeming preferred stock or converting it to
common stock. The number of shares currently authorized and
outstanding will affect your offering. You may need to amend
your corporate charter to authorize the issuance of more shares
to be sold in the public offering. If you currently have only a minimal number of shares authorized and outstanding, you may want
to split the stock (or in the case of a very large number of shares
outstanding, reverse-split the stock) to bring the number of
shares and the price of the stock to an acceptable level for the offering.
You should review your articles of incorporation and
bylaws. They may need updating to remove archaic provisions
that reduce corporate flexibility (such as preemptive rights provisions) or to alter special voting provisions.
Generally speaking, you will need to depersonalize your
business before taking it public. The SEC requires full disclosure
of significant related-party transactions. They require that you
disclose names, arrangements and amounts related to highly
compensated individuals. These arrangements must be considered in light of how they will appear to the public. Shareholder
agreements providing for rights of first refusal may have to be
cancelled; loans made by the company to management or by insiders to the company may have to be repaid; the fairness of contract terms (such as leases) between the company and insiders
may need to be adequately documented and if necessary, altered;
and employment contracts, stock option plans, and stock purchase plans may have to be entered into, revised, or cancelled.
You and company counsel should review all your material
leases and contracts, updating or revising them to reflect their
current terms or to provide more flexibility. You should review
your balance sheet to determine whether you can verify the legal
ownership and existence of all your assets. You should make
28

certain that you have all the documentation regarding your
outstanding loans and notes and that there are no provisions in
them which may cause you to be in default as a result of the
actions you intend to take in going public.
During the registration process you should not make
major company changes. To avoid any possible delay in
registration you should not, in the middle of the process, start
negotiations for or enter into a major transaction which might
necessitate revision of your prospectus, refiling with the SEC,
and recirculation of a new preliminary prospectus. Major
acquisitions, establishment of a major new management
compensation program, new royalty and lease agreements, and
changes in key personnel and directors should be settled before
you begin the registration process or postponed for
consideration until after the offering is completed.
Rule 144 - Plan Ahead
When a registration statement is filed, only the shares
sold during the offering become registered and, thus, freely
tradeable under the 1933 Act. The other outstanding stock may
have been previously issued under the "private placement"
exemption contained in Section 4(2) of the 1933 Act. If so, that
stock is subject to the sale restrictions of Rule 144 of the 1933
Act.
If you and/or your stockholders are counting on going
public to make your stock holdings easily saleable, you should be
aware of the restrictions under Rule 144. Some planning before
going public may be needed to accomplish your goals.
Closely-held companies generally issue "legend",
"lettered", or "restricted" stock. This stock is intended to be purchased by the buyer for long-term investment purposes, not for
resale; consequently, it is exempt from 1933 Act registration
requirements. When your company goes public, the only
securities that become registered are the new and/or existing
shares sold in the offering. The remaining restricted stock and
other stock owned by persons who control, are controlled by, or
are under common control with the company ("control stock")
generally cannot be resold in the public market unless they are
registered under the 1933 Act (i.e., a new offering) or are sold in
compliance with Rule 144.
Rule 144 is designed to allow the trading of limited
amounts of restricted and control stock only if adequate current
information about the company is available to the public. To
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satisfy the Rule, your company must be subject to the periodic
reporting requirements of public companies for at least 90 days.
Generally, that 90-day period starts the day your registration
statement goes effective.
In general, under Rule 144, a person who has owned and
fully paid for restricted stock for at least two years may, in any
three-month period, sell shares equal in number to the greater of
(1) one percent of the total outstanding shares of stock, or (2) the
average weekly trading volume in the over-the-counter market
during the four calendar weeks preceding the sale. Owners of
control stock may sell up to the same number of shares, and are
not required to have held their control stock for any specified
period of time. Restricted, non-controlling shares may be sold
without regard to the above volume limitations after such shares
have been owned and fully paid for three years.
Many companies today issue stock to employees in
exchange for notes. These notes are not considered to be
payment for the stock unless the notes (1) provide for full
recourse against the buyer, (2) are secured by collateral other
than the securities purchased, and (3) are paid in full before the
stock is sold. If the notes do not fulfill these requirements, the
holding periods discussed above will not start until the date the
notes are paid in full. Accordingly, you may want to restructure
your stock option and/or stock purchase plans.

Selecting Accountants
The SEC requires that each registration statement and
prospectus include a five-year summary of earnings. It also
requires that the last three years be audited if you are filing a
Form S-1 statement (two years if a Form S-18 statement). However, you may find that some underwriters prefer to have all five
years audited.
Consequently, an important part of your pre-public planning is to choose a qualified CPA firm. A firm with SEC experience and a national reputation can save you many dollars in
lost time, errors, and delays. An experienced firm can help you
speed up the processing of the registration statement by submitting it in the best possible form and style.
Because of the extensive audit requirements, many companies develop a relationship with an accounting firm very early
in the company's development, and have that accounting firm
30

perform annual audits, even if such audits are not required by the
stockholders or debt holders. Then, once the decision is made to
go public, audited financial statements will already be available.
You would be ill-advised to have a two- or three-year audit
performed as part of the process of going public because:
•

It may not even be feasible. If you have significant inventories, your auditors generally need to observe and test
your annual physical inventory counts in order to attest to
the proper carrying value in each of the years under audit.
This cannot be done after the fact. (Many companies who
cannot afford audit fees in their early years have their accountants perform only inventory tests so that if the
companies need audited financial statements later, this
will not be an obstacle.)

•

You may be surprised at the audit results. Income results
and trends may not be as you had expected, and may lead
you or the underwriters to cancel or delay the public offering. By this time you will have incurred substantial costs
which you will not be able to recover.

•

A two- or three-year audit is very time-consuming and
could delay the registration process by several months. A
few months' delay could mean missing the "window"
when it would be most advantageous for you to go public.

You should look to your accountants as financial advisors. In your pre-public stage, they can assist you by evaluating
the benefits and disadvantages of going public, helping you with
your planning and initial preparation, approaching underwriters
to ascertain their interest in your public offering, compiling data
to evaluate the compensation proposed by the underwriter, and
providing consultation and advice in your negotiations with the
underwriter concerning financial matters to be included in a
letter of intent and in the final underwriting agreement.
During the process of going public, your accountants will
help you prepare the required financial data and audit your financial statements. In so doing, they will anticipate the concerns the
SEC may have and address these in the initial filing. This will
reduce the possibility of subsequent delays and revisions.
The accountants will also participate in the preparation of
the registration statement and prospectus. They will assist in
responding to questions raised by the SEC during its review
process and, if required by the SEC, revise the financial information in the registration statement and prospectus.
31

Finally, they will furnish "comfort letters" to the underwriters providing assurance as to financial information contained
in the registration statement and prospectus. (Comfort letters are
discussed in more detail in Section 6.)
As such, your accountants' role is a large one and one
that will be facilitated by establishing a good working
relationship as early as possible. In this way, they can serve you
better through their intimate knowledge of your company's
particular situation.
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SECTION 5
THE UNDERWRITERS

Most initial public offerings are arranged through an investment banking firm. One of an investment banker's many
functions is to underwrite securities; that is, he or she buys your
securities from you and sells them to securities dealers or the investing public.
Your primary goal when your company goes public is a
successful offering — one which not only brings a fair price for
your stock, but which also leads to a stable or rising price for the
stock after the initial offering, and w h i c h creates a strong following of interested security analysts. While nothing prevents you
from conducting your own public offering, the use of
underwriters can help assure that it will be successful.
If you conduct your own offering, you may find it very
difficult to find a sufficient number of buyers for your stock. The
key reason for using underwriters is that they can develop a
marketing structure (the underwriting syndicate) to sell the stock.
The syndicate has access to buyers, as those buyers are their
clients. Underwriters are also familiar with market conditions;
they know the mood of institutional and individual investors
regarding new stock issues; and they are familiar with the prices
of stock of similar companies. They are in the best position to
advise you as to what price to ask for your stock as well as when
to sell it. Their sponsorship also extends well past the initial offering — their continuing sponsorship will affect how your stock
performs in that "after-market".

Selecting an Underwriter
Public offerings are normally conducted by a group, or
syndicate, of underwriters. Your company only needs to select
the lead, or managing, underwriters. The managing underwriters
will form the syndicate for you.
Ideally, you will have already developed a relationship
with an investment banker by the t i m e you decide to go public.
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Most companies approach an investment banker (or vice versa) a
year or two in advance. Many start-up companies make this connection during early-stage private placements; in so doing, they
avail themselves of the investment bankers' advice on
positioning their companies to go public. Investment bankers
will assist in arranging financing in those years before going
public, keep you informed of current and predicted general
market conditions and the mood of the market toward your
industry, and advise you on the appropriate time to go public.
If you do not already have an investment banker, there are
many things to consider. It is important that you keep in mind,
when selecting an investment banker, that your relationship with
that person will not end when your offering is completed. It
will be an ongoing relationship, and you should select your
investment banker with all the care you would exercise in
selecting accountants, attorneys, and the other professionals
you work with.
Investment bankers, unlike other professionals, do not
charge hourly rates for their services. You compensate them only
through commissions on any successful deals they package for
you. These commissions do not vary significantly from firm to
firm, so pick from the best firms available.
The best way to approach an investment banker is
through a mutual contact (your accountants or attorneys may be
able to assist you). Investment bankers are not very responsive to
unsolicited letters, particularly if they suspect they are form
letters sent to every investment banker in the area.
This is not to say you shouldn't shop around. You should,
by all means, explore at least a few possibilities. If your company
has promise and the investment bankers know you are talking to
other firms, they may show greater interest and be more competitive. Talk to as many as are necessary to find one you are
comfortable with.
Selecting the right investment banker will be a major factor in the success of your offering. In selecting one, you should
know the characteristics of a good investment banker:
•

Reputation. In an initial offering the reputation of the underwriter is of great importance. Institutional and
individual investors will have greater confidence in your
stock if a highly regarded investment banking firm is
named in your prospectus as the managing underwriter.
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In connection with the public offering, the managing underwriter will organize a syndicate of other underwriters
to assist in distributing the stock. The professional
reputation of the investment banking firm will also affect
its ability to form a strong syndicate of firms to effectively
sell and distribute the stock.
•

Distribution capability. You will want the underwriters to
distribute your stock to a client base that is sufficiently
strong and varied to generate continuing market interest
in the stock after the initial offering. Each investment
banking firm has a different client base. You should find
out how diversified that base is. Some firms have access
to many institutional investors while others emphasize individual investors. Some have an international emphasis
while others are domestically-oriented. Evaluate the
quality of their clients, whether they are long-term investors or speculators. Only when the underwriters, through
their own clients and a strong syndicate, effectively distribute your stock, will your stock perform well in the
after-market.

•

Experience. The investment banking firm should have experience in underwriting issues of companies in the same
or similar industries. This will influence its ability to price
the issue accurately and will give it credibility when explaining and selling the company to the public.

Once the stock has been issued to the public, managing
underwriters assume responsibility for continued sponsorship of
your company to the financial community. This sponsorship
includes (1) "making a market" (as discussed below) in the
company's stock and (2) assisting the company in sustaining
public interest in the stock by providing reports on the company
and the industry to security analysts and organizing
presentations to investor groups. Before you select an
investment banking firm, you should evaluate the after-market
performance of other initial public offerings which the firm has
underwritten, and evaluate the following characteristics:
•

Market-making capability. When a company first goes
public, shares are traded on the over-the-counter market.
A number of investment banking firms will become the
market-makers in this new stock. That is, they deal in your
stock, offering firm prices to buy shares from or sell
shares to the general public. The managing underwriters
generally serve as the principal market-maker. In order to
maintain a market, they will need to devote a sufficient
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amount of capital to take large positions (i.e., be "short" or
"long") in your stock. Without this, large shareholders
will not have much liquidity, interest will wane, and the
market price of your stock will suffer.
•

Research capability. The financial community will look to
the managing underwriter as a primary source of information about the newly public company. Therefore, the
selected investment banking firm should have experienced analysts - analysts who are respected by the
financial community - closely following the industry in
which your company does its business.

•

Ability to provide financial advice. During and after your
offering you will look to your investment bankers for
financial advice. You may need help to obtain additional
financing in the future, advice on potential mergers and
acquisitions, or insight into the investing public's attitude
toward your company.

You should talk with the proposed investment banker's
other corporate clients and find out first-hand what their experience has been and how they feel about a long-term relationship with the particular underwriter. You should also take the
time to be sure you are comfortable not only with the people
whom you will be directly involved with initially, but also with
those who will have ongoing responsibility for market-making,
research, and sales sponsorship. The personal chemistry
between your investment bankers and you, your management
team, and your board of directors is of utmost importance.
You may also consider using more than one managing
underwriter. A company often uses two or more underwriting
firms to co-manage its offerings if the company has a good
relationship with more than one firm or if the company sees
advantages to combining the client bases, research capabilities,
geographic strengths, etc. of the underwriting firms.

Your Company Through The Underwriters' Eyes
Before any underwriters agree to proceed with your offering, they will want to investigate your company to decide whether
they want to take you public. The information they gather during
their investigation will also, if they accept you, assist them in
determining how to price the stock.
The matters the underwriters will want to investigate
include:
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•

Management. The most important factor in evaluating a
company is the management. Do you have the necessary
experience? Do your executives work together as a team?
Do they inspire confidence in the company's employees?
Can they plan and control operations? The general public
will be entrusting their money to your team, and that team
must have strong leadership, desire, and enthusiasm.

•

The product and the industry. The underwriters will also
investigate the quality of your products and their future in
relation to your competitors' products and the industry
you are in. At what segment of the market are you aiming?
Is there great growth potential? Who are your competitors? How long a life does your product have? Will you
have to diversify or develop new products to continue
growing? Does your company have command of its
technology? What type of research and development is in
process or planned? Are you in a growth industry? How
permanent is that industry?

•

Financial position. They will evaluate your current financial position to determine how well you are managing
your assets, the extent of your debt and other obligations,
and your capital structure.

•

Earnings. The underwriters will review your earnings history and growth potential. Is there a strong upward trend
that is likely to continue? How do you compare to other
companies in your industry?

•

Reputation. How does the public perceive your company?
Is it consistent with management's perception? What
kind of relationship do you have with your customers?
Your suppliers?

•

Intended use of proceeds. The underwriters will evaluate
whether the funds received from the offering can and will
be put to use to generate larger future profits. If a large
amount of the proceeds will go to stockholders and/or key
employees who are selling their stock, the underwriters
will want some assurance that these people are not
selling because they have lost confidence in the
company, i.e., that the offering is not a "bail-out".

The underwriters will look for certain fundamental criteria
to determine whether they can offer your stock with confidence
and can support it afterwards. They need to be enthusiastic about
your company's potential and about the industry; they need to be
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confident that there are no significant negative factors (e.g., susceptibility to technological change, increased competition, and
recession-induced problems) which the company cannot deal
with; and they must have confidence in the people running the
company.
The underwriters' investigation can take several weeks,
depending on their familiarity with your company and your
industry. They will quiz each of your key executives and they will
talk to people outside the company, including vendors, suppliers,
competitors, and people who are knowledgeable about the
industry. They may also meet privately with your accountants.

Types of Underwritings
There are generally two types of underwritings. Under a
firm commitment, the underwriters agree to buy, at a fixed price,
all the stock being offered. They then resell it to the public. If they
are unable to resell all of the stock, they must keep it until they
can sell it later.
Under a best efforts commitment, the underwriters agree
to use their "best efforts" to sell the new issue on the issuer's behalf. If they don't sell the entire amount to the public they have no
obligation to purchase the balance. As such, they are acting
merely as your agent.
There are many variations of the best efforts commitment. Under "all or none" agreements, the underwriters will
either sell the entire issue, or cancel the whole offering and
return the purchase price of investors who purchased part of the
issue. Other agreements call for a minimum number of shares to
be sold, i.e., the underwriters and the issuer may agree that
66-2/3 percent of the shares must be sold for the offering to be
effective, and the remaining 33-1/3 percent would then be sold
on a strictly best efforts basis.
From your viewpoint, the firm commitment would be the
best arrangement, as it assures you that you will receive a certain
sum of money by a certain date. The next most desirable arrangement would be the best efforts, all or none. This puts the risk of
sale on you, but at least assures you that you won't go public unless all of the stock is sold. With a strictly best efforts arrangement, the amount of money you receive may fall significantly
short of your needs, and you will also be strapped with all the
requirements of a public company.
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The type of underwriting that is offered to you will depend
on the underwriting firm that you are using and the nature of your
stock offering. If one of the major firms agrees to underwrite you,
it will almost always agree to a firm commitment. The smaller
firms that will handle the highly speculative offerings will only do
so on a best efforts basis.

Pricing the Stock
No set formula exists for determining the proper price for
your stock. Your investment banker will examine the total market
value of the companies that operate in a field similar to yours.
Quite often no parallels can be used. The underwriters will then
try to find other companies which are in related areas. They will
examine price-earnings ratios, capital, debt-to-equity ratios, assets, return on sales, etc. of these companies. They will weigh
carefully your prospective earnings and dividends based upon
past experience, the amount of stock which will be available, and
the potential demand.
If your company is selling stock to the public for the first
time, the reaction to your company may be entirely different than
to one that has had its stock sold on an exchange for a period of
years. Seasoning is an important factor in the price of new stock.
Cautious buyers may want to wait and see how your company's
stock behaves for a period of time before they buy it. If your company is not well known or operates on a local or regional basis,
this again is a strong factor which must be weighed in setting the
offering price.
It is also possible that although your company is not well
known in comparison to others in your industry, your growth pattern and future potential may be so great that the public will be
willing to pay a greater price-earnings ratio for your company's
stock than for others that are more seasoned.
It is not necessarily advantageous for your stock to be
sold for the highest possible price any underwriter will offer. If
the initial offering price is set too high in relation to the
company's record and to industry and market conditions in
general, the after-market may be very weak. Consequently,
underwriters usually advise you to sell it slightly (up to 15
percent) below the anticipated after-market price.
Sometimes a stock's price will increase sharply immediately after the offering. These instances do not mean that
the stock was priced incorrectly. Underwriters try to establish a
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price where normal trading will occur. There have been instances
where the trading price has doubled or tripled in the first few
weeks of trading. Many people remember when Genentech, Inc.,
a genetic engineering firm, offered its shares for sale in 1980 at
$35 a share. The market price immediately rose to $85. But after
several weeks of trading, the price leveled off, as anticipated, at
$40-45.
Underwriters generally prefer to price the stock of initial
public offerings between $10 and $20. They will advise you to
split or reverse-split your stock to get the price within that range.
If the price is above that, investors may resist buying. Individual
investors like to trade their stock in round lots (e.g., 100 shares),
so stock priced above $20 becomes less attractive. If the stock is
priced below $10, investors may perceive it as "penny stock", and
too speculative.
You also need to offer a sufficient number of shares to obtain broad distribution and provide liquidity in the after-market.
Underwriters will generally accept a minimum offering of 500,000
to 1,000,000 shares, or a total offering of $5-10 million.
Sometimes a company will decide it does not need that
much money. Then a partial secondary offering, in which the existing shareholders sell some of their shares, may be required to
obtain the desired number of shares to be publicly traded. In
general, early-stage companies are not encouraged to have
secondary offerings of any significance. If these companies want
other people to invest in them, the existing stockholders must
show their own confidence in the potential of the stock.
Underwriters become concerned if they see investors who may
have only held the stock for a short time and already want to sell.
As for management and key directors, sales of less than 10% of
any one individual's stock are acceptable. Of course, the
underwriters will make exceptions if there are valid reasons and
the sale is not perceived to be a bail-out.
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SECTION 6
PLANNING AND PREPARING
THE REGISTRATION STATEMENT

Once you have selected your underwriters and decided
that a registration statement needs to be filed, you should hold a
planning meeting (often referred to as an "all hands" meeting)
with the following people: company officials responsible for
preparing the registration statement, company's counsel, the underwriters and their counsel, and the company's independent accountants.
At the meeting, a timetable should be prepared,
indicating when each step in the registration process is to be
completed. The timetable is necessary so that the company and
the underwriters may plan the sale of the securities and the use
of the proceeds. It is also necessary because the effective date of
the registration statement affects the determination of the date
of the financial statements to be included. The timetable should
also show who will be responsible for preparing the various parts
of the registration statement and the various other offering
documents.

A Timetable for Going Public
We present here a hypothetical timetable for the initial
public offering of Omnipresent Synergy, Inc. (OSI). In this example, OSI is having a partial secondary offering. Its fiscal year
ends December 31. Audited financial statements are available for
each prior year that OSI has been in existence, and its auditors
are in the process of completing the current year's audit.
The company did not decide to go public until earlyFebruary. By the time the registration statement is prepared it
will be the end of the first quarter, so the underwriters and
counsel decided that first-quarter financial results should be
included. The timetable sets the filing of the initial registration
statement immediately after first-quarter results become
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available. (Financial statement requirements are discussed in
Section 7. The company would not technically need to include
first-quarter results if it went effective by May 15. However,
underwriters like to include them if they are available, especially
if it is an initial public offering. If the results are good, inclusion
aids the selling effort; if the results are poor, inclusion gives the
underwriters additional insurance against liability. Additionally,
you can never be certain how long the SEC will take to process
your registration statement. By including the quarter's results
when you plan to go effective sometime in May, you won't have to
worry about that May 15 deadline.)
The many documents and procedures listed in the
timetable are explained in the discussion that immediately
follows and in Sections 7 through 9.
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OMNIPRESENT SYNERGY, INC.
SCHEDULE OF EVENTS AND RESPONSIBILITIES
Summary of Key Dates
All Hands Meeting

Feb 13

First Draft of S-1 Distributed

Mar 1

All Hands Meeting

Mar 6

All Hands Meeting

Mar 12

All Hands Meeting

Apr 12-13

Target Filing Date

Apr 16

Public Offering Effective

May 15

Closing

May 23

OSI

Omnipresent Synergy, Inc.

SS

Selling Shareholders

CC

Company's Counsel

A

Accountants

U

Underwriters

UC

Underwriters' Counsel
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Date
Feb 13

Activity
• Organizational meeting to discuss
schedule of events and
responsibilities

Responsibility

All

• Begin steps to accomplish the
following:
- review corporate records to
correct any deficiencies and
revise inappropriate provisions

CC

- appoint transfer agent and
registrar

OSI

- arrange with banknote
company for preparation of
stock certificates

OSI

- select a financial printer

OSI

• Begin preparation of:
- cover page, back cover, and
underwriting section of
prospectus

UC

- capitalization table; audited
financial statements and
schedules

A

- description of business and
remainder of prospectus;
exhibits

OSI, CC

- directors' and officers'
questionaires

CC

- powers of attorney for
registration statement and
amendments; selling
shareholders' power of attorney
and custody agreements

CC

- resolutions for Board of
Directors' meetings

CC

48

Date

Feb 22

Mar 1

Mar 6

Mar 8

Activity

Responsibility

- purchase agreement and
agreement among underwriters

UC

- syndicate list

U

- underwriters' questionnaire

UC

- draft comfort letter

UC

- blue sky survey

UC

• Distribute directors' and officers'
questionnaires

OSI

• Mail letter to shareholders
relating to participation in
secondary offering

OSI, CC

• Distribute typed draft of
Registration Statement, including
year-end financial statements, to
all parties

OSI, CC

• Determine representative to act
for selling shareholders at time of
offering

OSI, SS

• Meeting to review draft of
Registration Statement

All

• Due diligence session with key
OSI personnel

All

• Due diligence meeting with
accountants and discussion of
comfort letter

A, U, UC

• Receive officers' and directors'
questionnaires and furnish copy
to underwriters' counsel

CC

• Shareholders' meeting

OSI
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Date

Activity
• Meeting of Board of Directors to
adopt resolutions authorizing
appointment of transfer agent and
registrar, execution and filing of
Registration Statement and
related amendments, execution of
purchase agreement (subject to
final approval of price and
discount), power of attorney to
sign amendments, and other
matters

Mar 9

Mar 12
Mar 19

Apr 9

Apr 10

Apr 11

Responsibility

OSI

Complete and distribute draft
purchase agreement and other
underwriting papers

UC

Distribute revised draft of
Registration Statement to all
parties

OSI, CC

Send custody agreements and
powers of attorney (including
questionnaires) to selling
shareholders

OSI, CC

Meeting to review revised draft of
Registration Statement

All

Distribute revised draft of
Registration Statement to all
parties

OSI, CC

Send revised Registration
Statement, with March 31 interim
financial statements, to printer

CC

Send draft of underwriting
documents to printer

UC

Deliver first proof of Registration
Statement and underwriting
documents to all parties

Printer

Obtain signature pages and power
of attorney for Registration
Statement and amendments from
directors and officers

OSI, CC
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Date

Apr 12

Apr 13

Apr 16

Apr 17

Apr 23

May 1-4

Activity

Responsibility

• Receive selling shareholders'
custody agreements,
questionnaires and powers of
attorney; furnish copies to
company counsel and
underwriters' counsel

OSI

• Prepare transmittal letters to
underwriters and dealers to
accompany preliminary material;
give mailing instructions and
labels to printer

U

• Meeting at printer to review proof
of Registration Statement, with
final revisions to printer

All

• Furnish all corrections and
changes to printer, ship certified
check for filing fee, letter of
transmittal, Registration
Statement and exhibits to SEC

CC, UC

• Registration Statement filed with
SEC

U

• Issue press release

U

• Mail to all proposed underwriters
the preliminary prospectus,
preliminary blue sky survey,
questionnaires, power of attorney,
and other underwriting papers

U

• Proceed with blue sky registration
and NASD filing

UC

• Contact SEC to determine review
period

CC

• Begin 2-week road show

OSI, U

• Underwriters' questionnaires
returned

U

• Prepare request to SEC for
acceleration of effective date

CC, UC
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Date

May 13

May 14

May 15

Activity

Responsibility

Prepare supplemental information
for filing with SEC, if requested

CC, UC

Meeting of Board of Directors
(Pricing Committee) to approve
final prospectus; approve
purchase agreement and
authorize execution; and ratify
acts of officers in connection
with offering

OSI

Receive letter of comments from
SEC and prepare Amendment No.
1 to Registration Statement

All

Meeting at printer to review draft
of Amendment No. 1

All

Determine public offering price of
common stock and discount

OSI, SS, U

Accountants deliver final form of
comfort letter to underwriters'
counsel

A

Complete blue sky registration

UC

Agreement among underwriters
signed

U

Purchase agreement executed

OSI, SS, U

Amendment No. 1 filed with SEC
and Registration Statement
declared effective

CC, UC

Send telegrams to underwriters
and dealers

U

Issue press release and
tombstone ad

U

Public offering commences

U

Give printer labels and printing
information for Final Prospectus

U
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Activity

Date
May 17

May 23

Responsibility

• Supply transfer agent with legal
opinions and other required
documents

CC

• Mail to SEC 10 copies of Final
Prospectus

CC

• Mail Final Prospectus to NASD
and state blue sky authorities

UC

• Furnish company with names and
denominations for stock
certificates

U

• Distribute closing memorandum

UC

• Begin preparation of legal
opinions, certificates, and other
closing papers

CC, UC

• Closing

All
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In this particular example, a span of two months passed
between the planning meeting and the initial filing of the registration statement. This is not unusual for an offering. To prevent
delay and additional expense and irritation, everyone involved in
the preparation of the registration statement must cooperate
closely and understand from the outset what each person expects.
Company counsel will take the lead in preparing the
registration statement, coordinating all the work and drafting the
document. However, everyone should contribute information for
specific portions of the prospectus. On the basis of the information gathered, counsel's role will be to assist the company in
deciding which particulars should be included in the registration
statement (i.e., what facts are material) and how they should be
included. Counsel will also issue a legal opinion on the validity of
the securities being offered.
The registration statement tasks assigned to the
company generally become the responsibility of the chief
financial officer. However, the chief executive officer should and
must be involved. His or her overall perspective on the company's
activities and objectives are especially important to the
preparation of the sections of the prospectus describing the
business and the use of proceeds.
You will note that the timetable includes several all hands
meetings after the initial organizational meeting. As we discuss
later, all the parties involved are subject to civil and criminal
liabilities under the 1933 Act for misstatements or omissions in
the registration statement and prospectus. Everyone must read
the entire registration statement. These meetings are drafting
sessions, where the most recent draft will be reviewed line by
line. Believe it or not, hours can be spent on the implications and
the wording of one particular sentence. There will normally be
several major revisions before the document is sent to the
printer, and at least a few more printed drafts before the final
filing. And, expect a late-night session or two at the printers when
time is of the essence and the proofs must be approved as soon
as they come off the press.

Due Diligence
Under the 1933 Act, liability is incurred if a registration
statement contains misstatements or omissions of material facts
at the time the statement becomes effective. The company, its
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directors, the officers who sign the registration statement (the
principal executive, financial, and accounting officers), the underwriters, and any experts (such as independent accountants)
participating in the registration are all subject to liability. The
company is absolutely liable for any material deficiencies regardless of good faith or the exercise of due diligence. The other parties are jointly and severally liable, and are entitled to the "due
diligence" defense against such liability. This defense requires
that each of the parties must individually conduct a reasonable
investigation to have a basis for believing, and in fact believe,
that the statements in the registration statement are true and do
not omit any material facts that would make the statements misleading. The parties may rely on statements by experts as long as
the parties have no reason to disbelieve, and in fact do not
disbelieve, those statements.
During the registration process you may hear many
references to the BarChris case. BarChris Construction Corporation filed a registration statement which later proved to contain
erroneous unaudited interim financial information. The directors
argued that they relied on the accountants, and the accountants
argued that they relied on management. The court held that the
parties had not exercised due diligence; they could not avoid
responsibility by relying on some other person. You will find that
the accountants, counsel, and underwriters will probe
extensively into the affairs of your company, in part to establish
their own due diligence defense.
Due diligence will involve sessions during which key
management personnel are quizzed about company activities,
matters disclosed in the prospectus, and matters not disclosed
in the prospectus.
Your counsel and underwriters' counsel will review all significant corporate documents (articles of incorporation, by-laws,
minutes of Board meetings, major contracts, employment agreements, stock option plans, etc.) to verify that the prospectus disclosures are accurate. They will circulate questionnaires to all
directors and officers requesting comments on the latest draft of
the registration statement and verification of the information disclosed therein about them, including: their names; prior experience; direct and other remuneration; options, warrants, and
rights; transactions with the company; indemnification agreements; and the number of shares owned of record and beneficially (shares in which they, directly or indirectly, have or share
voting or investment power). In some cases, the individual
directors and officers may be interviewed to make sure they
understand the questions and that counsel understands the
responses.
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The audited financial statements will be included in the
prospectus in reliance upon the accountants' report on those
statements and upon the authority of the accountants as experts
in auditing and accounting. The accountants must consent to the
inclusion of their report in the prospectus and consent to be
named as experts. Before these consents are given, the accountants must update their opinions through the filing dates, performing a "reasonable investigation" to determine whether the
financial statements and their opinion thereon are still appropriate. This investigation includes inquiries regarding any
events occurring subsequent to their last opinion date which,
had they known at the time, would have been disclosed or
reflected in the financial statement amounts. The accountants
review and discuss with management the contents of interim
financial statements. They also review the entire prospectus to
uncover any inconsistencies between the financial and nonfinancial portions and any material matters which have not been
disclosed.
Early in the registration process, the underwriters will
meet with the accountants privately to discuss the financial
statements and to request "comfort letters" from the
accountants. In requesting these letters, the underwriters are
seeking assistance in performing a "reasonable investigation" of
financial and accounting data in the prospectus that is not
covered by the accountants' report. Two letters are generally
issued - one on the effective date and one on the closing date.
The comfort letters list very specific procedures performed at the
request of the underwriters. The accountants should furnish a
preliminary draft to the underwriters well in advance of the first
due date so that the underwriters may decide whether the
procedures described by the accountants satisfy their needs.
The procedures include tests of financial data contained
throughout the prospectus and a review and analysis of available
financial results subsequent to the last audit for purposes of
determining whether there have been any declines in sales, income, or other trends which are not adequately disclosed in the
document. It may also be wise for you to discuss the contents of
the letters with the accountants; you may be able to point out
problems that can be resolved with the underwriters in advance
of the target date. For example, sales for the most recent month
may have declined from sales for the same month a year ago;
there may be a simple explanation for this, and if you are aware
that the accountants will be pointing out this decline in their
letter to the underwriters, you can discuss the situation with the
underwriters so that the letter will offer no surprises or potential
delays.
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The Cost of Going Public
The underwriters' discount, or commission, is the largest
single cost of going public. Normally ranging from 7% to 10% of
the offering price, the discount is negotiated between you and
the managing underwriter. Factors that affect the discount are:
the size of the offering, the type of underwriting (see Section 5),
the going rate for offerings of similar size and complexity, and
the perceived effort required to sell your stock. In smaller
offerings, some underwriters may also ask for other
compensation, such as reimbursement for some of their
expenses, warrants to purchase stock, or the issuance of stock to
them prior to the offering at a price below the anticipated price to
the public.
Aside from the underwriters' discount, you will incur outof-pocket costs, primarily for legal fees, accounting fees, and
printing. For a firm commitment initial offering of between $5-10
million, you can expect these costs to range between $200,000
and $300,000. The costs vary significantly, as each offering is
unique. If unusual problems or circumstances develop, the costs
could increase substantially.
Legal fees for an initial public offering of $5-10 million
typically are between $75,000 and $100,000. This amount includes
not only preparation of the registration statement itself, but also
the negotiation of the underwriting agreement and the corporate
work, housekeeping, and other matters which arise during the
public offering process. If the housekeeping is extensive, requiring a complex reorganization or the re-negotiation of significant
contracts, the legal fees will be higher.
The fees will also be higher if there are many selling
shareholders, because of the legal and administrative work for
each seller. In secondary or partial secondary offerings, some of
the legal and other fees may be borne by the selling shareholders. The allocation of expenses is determined by those
shareholders and the company; generally, however, the company
will bear most of the cost.
In most cases you also pay a special fee of up to $15,000
to the underwriters' counsel for work in connection with blue sky
filings and NASD clearance (these are explained in Section 7).
Accounting fees also vary widely. You can generally expect fees of between $25,000 and $50,000 for your accountants'
participation in the preparation of the registration statement and
their preparation and delivery of the comfort letters to the underwriters. Any audit work required would be in addition to these
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fees. Also, if interim financial statements are required, the
accounting fees will be higher (even though these interim
statements may not need to be audited, the auditors will have to
review them, especially in connection with the comfort letter
they issue).
In connection with the public offering, you will need to
have the registration statement and prospectus and all amendments, the underwriting documents, the blue sky survey, and the
stock certificates printed. Printing costs can run $100,000 or
more, depending on the length of the prospectus, whether color
printing is used, and the extent of the revisions required.
Other out-of-pocket costs include the SEC filing fee (.02%
of the maximum aggregate offering price), NASD filing fee ($100
plus .01% of the maximum aggregate offering price), blue sky
filing fees (up to $15,000 or more, depending on the number of
states and the amount registered in each state), and registrar and
transfer agent fees ($5,000-10,000).

Selecting A Printer
There are only a few firms in the major cities who
specialize in financial printing. Securing the services of good
financial printers is important in order to have a smooth public offering. Such printers will be alert to and aware of changing SEC
rules and regulations regarding prospectus and registration
statement presentation, format, the required size of type, etc. The
printers will also be sensitive to your need for complete accuracy, timeliness, and security.
As indicated above, printing costs for an initial public offering can run well over $100,000. The final cost depends on the
number of proofs and revisions (authors' alterations) made, and
the extent of the revisions required between the original filing
and the final printing. Even after the drafts have been extensively
revised, there will be authors' alterations. Once the drafts are in
printed form, people invariably notice details that were
overlooked in the typed drafts, and every disclosure takes on new
significance. Authors' alterations are very expensive - because
the revisions are usually requested from the printer on a one-day
basis, the printers' unionized shops must often work overtime.
You cannot avoid revisions - they are essential and often reflect
changes in the market. Realize that they are necessary, but with
some careful planning and organization you can minimize them
and save time, money, and a lot of frustration.
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As shown in our timetable, you should begin thinking
about selecting printers at your first all hands meeting. To assist
them in meeting your deadlines, you should provide them a
timetable, no matter how tentative it is, and a list of the names,
addresses, and phone numbers of all the involved parties. One
person, usually company counsel, should be responsible for controlling and coordinating all communications with the printers
and should have the authority to tell them when to print and when
to wait.
Keep everyone involved in reading the early drafts, and do
as much in advance as possible. Color art for the inside cover of
the prospectus, illustrations and related legends, pie charts, and
graphs should be prepared and approved by everyone in advance.
The artwork must be just as accurate as the rest of your prospectus. Recently, a company presented a four-color illustration of all
its various products. The SEC questioned why one of the
depicted products was not described in the prospectus and
found that the product was no longer being manufactured. The
result was that the artwork had to be redone and reprinted.
The desired editorial and identifying style of the prospectus should be established in advance. In another recent instance,
a company printed 50,000 copies of its prospectus before the
managing underwriter noticed that the type color and style were
not the standard ones used by that underwriting firm. The
prospectuses were thrown out and new ones were printed.
Even the final printing will be done on an overnight basis.
As soon as the registration statement is effective, the final
prospectus is printed so that it is ready for distribution the next
day. Good financial printers understand your time constraints
and can usually accommodate you.
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7. THE REGISTRATION
PROCESS
The Registration Statement
Going Effective
Blue Sky Filings and NASD
Clearance

SECTION 7
THE REGISTRATION PROCESS

The principal federal statute governing the sale of
securities is the 1933 Act, which requires the "registration" of
securities to be offered to the public. Registration occurs by
filing a registration statement with the SEC. The statement
requirements are contained in the SEC's Forms S-1 through
S-18. Each form provides for different information requirements
depending on the company's business, the amount of information already publicly available for the company, the type of
security, and the proposed class of purchasers. The appropriate
form to use in each instance is a legal matter which your counsel
will help you decide.
Generally, a company going public will use Form S-1,
which requires the most extensive disclosure. The instructions
for filing the forms are contained in Regulations S-X (for the
financial statement portions) and S-K (for the non-financial statement portions).

The Registration Statement
The registration statement consists physically of two
principal parts. Part I is the prospectus, the legal offering document, normally prepared as a brochure or booklet for distribution
to prospective buyers. Part II of the registration statement contains supplemental information and is available for public inspection at the office of the SEC.
The Prospectus
The registration forms contain a series of detailed
"items" and instructions, in response to which disclosures must
be made. Because the prospectus is the selling document, it is
usually written in narrative form and is highly stylized. The SEC
emphasizes the necessity of carefully organizing information in
the prospectus in a logical sequence and presenting it in an easyto-read, understandable manner.
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The prospectus serves two potentially conflicting purposes. On the one hand, as the basic sales brochure for the stock
issue, it should present the best possible image. On the other
hand, to protect the company, major stockholders, directors and
officers, independent accountants, attorneys, and underwriters
against liability under the 1933 Act, it should not be written in the
flair and style of marketing literature. Its emphasis should be on
complete disclosure and, while you will highlight all the positive
aspects of your company, you should also bring out the negative
aspects. Do not panic when you see that first draft. Investors are
accustomed to reading prospectuses, and will not expect to see
sales pitches. That pitch will come from your underwriters and
from security analysts.
The SEC has not prescribed a specific sequence for all
the information that must be included in the prospectus, although it has shown a preference for the presentation of the
material in the following general order:
Cover page. The outside front cover page includes key
facts about the offering, including the name of the company, the
title and number of shares of the securities to be sold, a distribution table (the price to the public, the underwriters' discount, net
proceeds to the company, and net proceeds to selling
shareholders), the date of the prospectus, etc. The inside front or
outside back cover includes a table of contents and information
regarding price stabilization (see discussion on page89) and distribution of prospectuses.
Prospectus summary. The first page of the prospectus
highlights the salient features of the offering, and may include
brief descriptions of the business, the offering, the use of
proceeds, and the risk factors, and may disclose selected financial information.
The company. Generally, an introductory statement about
the company will describe what business it is in, its main
products, when it was formed, and where it is located.
Risk factors. If the offering is speculative or involves high
risk, the prospectus includes a discussion of the main risk factors involved. Such factors may include a lack of operating history, an accumulated deficit, operating losses in recent periods,
dependence on key personnel or certain customers, uncertainty
of market, technological change, etc.
Use of proceeds. The purpose of the offering is explained.
This section must be carefully drafted. As we explain in Chapter
9, you must file a report with the SEC after the offering explaining
what was actually done with the proceeds.
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Dividend policy. The company's dividend history and any
restrictions on future dividends are explained. Many emerging
companies have never paid dividends, retaining earnings to
finance continuing operations and the expansion of those operations. In these instances, their intent to not pay any dividends in
the near future is also disclosed.
Capitalization. This section contains a table setting forth
the capital structure (debt and equity) of the company before and
after the offering.
Dilution. When substantial disparity exists between the
offering price and the price that was paid for existing shares
owned by officers, directors, and major stockholders, the dilution
of the purchasers' equity interest that will occur is shown. This is
normally done through two tables. Apple Computer, Inc.'s
prospectus, dated December 12, 1980, contained the following:
(TABLE 1)

Public offering price

$22.00

Net tangible book value, before offering

$ .42

Increase attributable to payments by
new investors

1.53

Pro forma net tangible book value, after
offering

1.95

Dilution to new investors

$20.05

(TABLE 2)

Consideration
Paid

% of
Total
Paid

Average
Price
per
Share

Shares
Purchased

% of
Total
Shares

New investors

4,000,000

7.4%

$ 88,000,000

82.4%

$22.00

Existing
shareholders

50,215,332

92.6%

18,813,575

17.6%

.37

54,215,332

100.0%

$106,813,575

100.0%

1.97
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The first table above shows that the sale of shares immediately causes the book value of each existing share to increase by $1.53, while each new share is diluted by $20.05. The
second table shows the new investors that, although they will
pay $22 per share, 92.6% of the stock was purchased at an
average price of only $.37 per share.
Selected financial data and management's
discussion
and analysis of financial condition and results of operations. The
Form S-1 requires selected financial data for each of the last five
years and any interim periods which are included in the financial
statements (see page 68). The purpose of this data is to highlight
certain significant trends in the company's financial condition
and its operations. Consequently, this data generally includes
operating revenues; income (loss) from operations, in total and
per share; total assets; long-term debt and redeemable preferred
stock; and dividends per share.
A discussion and analysis by management of financial
condition and results of operations, including specified information on liquidity, capital resources, and results of operations is
also required. The discussion and analysis generally covers the
last three fiscal years and any interim periods. It is intended to
provide investors with information to assess cash flow from
operations and from external sources. Internal and external
sources of working capital, any trends or commitments or events
that may affect working capital, commitments for capital expenditures, and the source of funds for those expenditures are disclosed. Significant changes from year to year in line items on the
income statement are also explained.
The business. This section is normally the longest and
will probably be the most difficult to write. It provides the reader
with information to evaluate the strengths and weaknesses of the
company's products and its industry. The disclosures include:
•

historical development of the company for the past five
years

•

if the company has not had revenue from operations in
each of the last three years, a plan of operation for the
next year

•

principal products produced or services rendered

•

principal markets and methods of distribution for those
products or services
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•

status of any announced new products under development

•

sources and availability of raw materials

•

patents, trademarks, licenses, franchises, and concessions held

•

extent to which the business is or may be seasonal

•

working capital practices (e.g., if you are required to carry
significant amounts of inventory to meet rapid delivery
requirements or if you provide extended payment terms to
customers)

•

any dependence upon a single customer or a few customers

•

dollar amount of firm backlog

•

government contracts

•

competitive conditions in the business

•

research and development expenditures during the last
three years

•

number of employees

•

revenue, operating profit or loss, and assets by major industry segment and by geographic area

•

export sales

•

principal physical properties owned or leased by the company

•

material pending legal proceedings.

Management and certain security holders. This section
gives background information about management personnel and
major stockholders and describes their financial relationship
with the company. Specifically, you must identify and describe:
•

the names and ages of the directors and/or nominated
directors and executive officers, their business
experience, and their remuneration (including stock
options, perquisites, and other indirect amounts)
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•

the stock holdings of officers, directors, and any
stockholders who beneficially own more than 5% of any
class of stock

•

certain transactions between the company and its officers, directors, and principal shareholders

•

loans by the company to officers or directors

•

if the company has been in existence less than five
years, transactions with promoters.

Description of capital stock. This section indicates the
par or stated value and explains dividend rights, voting,
liquidation, and pre-emptive rights, and transferability of each
class of stock. Any outstanding warrants or registration rights are
also disclosed.
Information as to underwriters. This explains the plan of
distribution for the offering. The various participants in the
syndicate will be disclosed, as well as the number of securities to
be purchased by each. The underwriters' obligations,
indemnification by the company, and any material relationships
between any of the underwriters and the company are also
disclosed.
Other information will include legal opinions, the identification of experts, and the availability of additional information.
Financial statements. The last section of the prospectus
will be the financial statements. The Form S-1 requires the
following:
•

audited balance sheets as of the end of the last two fiscal
years.

•

audited statements of operations, changes in financial
position, and stockholders' equity for the last three fiscal
years.

•

unaudited interim financial statements (statements
covering quarters subsequent to your latest fiscal year) as
of a date within 135 days of the date the registration statement becomes effective, as well as statements for the
corresponding interim period of the preceding fiscal year.
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Part II
Part II of Form S-1 must be presented in an item-andanswer format. It requires, among other things, disclosures of the
expenses of issuance and distribution (excluding underwriters'
commissions), indemnification of directors and officers, and
sales by the company of unregistered securities within the past
three years. It also requires the filing of various exhibits, including the underwriting agreements, articles of incorporation and
by-laws, stock option plans, pension plans, and certain contracts
not made in the ordinary course of business which are material to
the company or are specifically referred to in the prospectus
(e.g., employment agreements, leases and mortgages, and key
supply contracts).

Form S-18
If you are planning to register no more than $5,000,000 of
securities, you may be able to use Form S-18 in lieu of Form S-1.
Form S-18 has less demanding financial statement requirements. It only requires an audited balance sheet as of the end of
your last fiscal year (as compared to the last two fiscal years for
the S-1) and statements of operations, changes in financial position, and stockholders' equity for the last two fiscal years (as
compared to the last three fiscal years for the S-1). Form S-18
does not require selected financial data for the past five years nor
management's discussion and analysis of financial condition
and results of operations. It also requires a somewhat less
detailed description of the business, its properties, legal
proceedings, officers and directors, and management remuneration.

The "Red Herring"
Immediately after the preliminary prospectus is filed with
the SEC, it will be distributed to the proposed underwriting
group. The preliminary prospectus is referred to as a "red
herring" because you must have printed on the front cover a
statement in red ink as follows:
A registration statement relating to these
securities has been filed with the Securities and
Exchange Commission but has not yet become effective. Information contained herein is subject to
completion or amendment. These securities may
not be sold nor may offers to buy be accepted
prior to the time the registration statement be69

comes effective. This prospectus shall not constitute an offer to sell or the solicitation of an offer
to buy nor shall there be any sale of these
securities in any jurisdiction in which such offer,
solicitation or sale would be unlawful prior to
registration or qualification under the securities
laws of any such jurisdiction.
When the red herring prospectus is printed and distributed to the general public, it does not contain the offering
price, the underwriting commission, or other matters relating to
the offering price.

Going Effective
Registration statements are reviewed by the SEC's Division of Corporation Finance to determine whether disclosures
are adequate. The Division's staff almost always finds some
deficiencies, which are communicated either by telephone or
through a letter of comments (called a "deficiency letter").
The Division
procedures:

actually

uses

four

different

review

•

Deferred review. If an initial review indicates that the
registration statement is so poorly prepared or presents
problems so severe that it would not be worth the
Division's time to write a deficiency letter, the Division's
staff will write you a "bedbug" letter, advising withdrawal
of the registration statement.

•

Cursory review. If an initial review gives a generally satisfactory impression, the Division may decide to perform a
cursory review, and no written or oral comments will be
provided. The Division will send you a letter indicating
that cursory review has been granted and, in some cases,
request letters from you, your accountants, and your
underwriter representing that each of you knows that only
a cursory review was made and that each of you is aware
of your statutory responsibilities under the 1933 Act.

•

Summary review. The summary review is the same as the
cursory review except that the staff will furnish a limited
number of comments based upon their limited review.
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•

Customary review. In this type of review the branch
security analyst, attorney, and accountant will review the
registration in detail, each submitting his or her comments for inclusion in an overall letter written by the
branch chief.

The procedure that is applied in each instance is
determined by the SEC. You cannot request a specific kind of
review.
Frequently, a deficiency letter will call for changes in the
registration statement and prospectus. Depending on the extent
of the changes, there are three possible courses of action:
•

If either the Division's staff or your counsel or the
underwriters consider the changes significant, you will
file a material amendment with the SEC and distribute a
revised preliminary prospectus to all underwriters and
selling group members. If these changes should be
known by public investors before such investors receive
their purchase confirmations, you may even be advised to
send the revised preliminary prospectus to all these
people.

•

If the changes are not as substantial but the staff wants
some time to review the revisions, counsel may persuade
the staff to accept without a formal filing a printer's proof
of the final "pricing amendment", or send the staff a letter
setting forth the revisions. This avoids having to circulate
a revised preliminary prospectus.

•

If the changes are not significant, they may be discussed
with the staff over the telephone and included in the
"pricing amendment".

A preliminary prospectus contains substantially all the information needed in a final prospectus. However, some information which will not be known until shortly before the effective
date (e.g., the final offering price, the underwriters' commission,
the amount of proceeds) will be omitted. A final amendment
(commonly known as the "pricing amendment") will be filed. This
amendment will include corrections to comply with any deficiency letters; the offering price, underwriting commission, and other
information related to the offering price which were previously
omitted from the red herring; and any other changes needed to
update the prospectus. This prospectus is usually filed with the
anticipated prospectus date (effective date) and the red herring
legend removed. If you don't go effective on that date, you will
have to file another amendment.
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Registration statements automatically become effective
twenty days after they are filed in completed form with the SEC.
However, the SEC has the authority to accelerate the effective
date of a particular registration statement. The price for
securities to be sold in an initial public offering is invariably
based on market conditions at the close of business on the day
the pricing amendment is finalized. No major underwriter participating in a firm commitment offering wishes to run the risk
that the agreed-upon selling price will still be the right price after
the expiration of the statutory twenty-day waiting period. Therefore, companies should have the effective date accelerated to the
date the pricing amendment is filed. This is accomplished by
filing a request for acceleration concurrently with the pricing
amendment.
The SEC uses its authority to accelerate the effective
date as its lever to get companies to include information which
the SEC believes is important, even if such information is not
specifically required by law. So, as a practical matter, you will
need to reach some agreement with the SEC in response to its
comments before your registration statement can become effective.
If the SEC grants your request for acceleration it will issue an order declaring your registration statement effective. You
will be notified by phone (if requested) and then receive a collect
telegram informing you of the exact effective date.
As soon as you are notified of this, the printer will complete the printing of the final prospectus. This prospectus will be
sent to anyone who received a copy of the red herring
prospectus, and will accompany the confirmations of sale to
those who have indicated an interest in purchasing stock.

Blue Sky Filings and NASD Clearance
Even though you file a registration statement with the
SEC, your securities must be qualified under the various "blue
sky" laws of the states where the stock will be sold.
"Blue sky" is the general term applied to the states'
securities laws. The name is derived from a 1917 U.S. Supreme
Court decision upholding the constitutionality of Ohio's
securities law, which prevented "speculative schemes which
have no more basis than so many feet of blue sky."
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The thrust of the 1933 Act is adequate disclosure of information - no matter how speculative the investment or poor the
risk, you comply with Federal law if all the required disclosures
are made. In contrast to that, some blue sky laws give the state
the authority to prevent the offering in that state based solely
upon the merits of the securities, even if all the required facts
have been disclosed. Situations which some states may take exception to include too many outstanding stock options,
excessive dilution for the public investors, and past issuances of
stock to insiders at a low price.
Many states will not permit you to circulate a preliminary
prospectus until you have filed their blue sky application forms,
so the filings should be taken care of as soon as the registration
statement is filed with the SEC.
The managing underwriters will advise you of the states
in which the underwriters wish to sell the securities and the
amount of securities to be qualified in each state. Underwriters'
counsel generally takes care of the filings, which vary from filing
of a notification of intent to sell in some states to qualifying with
a registration statement in other states.
Regulation S-K calls for the clearance by the National Association of Security Dealers, Inc. (NASD) of the amount of underwriters' compensation. NASD reviews not only the underwriting
discount, but also other compensation which the underwriters
are deemed to receive in connection with the offering (such as
options or warrants, finders' fees, and reimbursement of
expenses normally borne by the underwriters), to determine
whether the underwriting arrangements are fair and reasonable.
To allow sufficient time for NASD clearance and possible
changes in the underwriting agreement that NASD may require,
underwriters' counsel should apply for NASD review as soon as
possible after the registration statement is filed.
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8. THE WAITING
PERIOD
The Sales Effort
The Quiet Period — What You C a n
and Cannot Do
Speaking Engagements

SECTION 8
THE WAITING PERIOD

The month or so between the initial filing of your registration statement and the effective date is referred to as the
"waiting period." In spite of what it is called, there is a flurry of
activity during this time for the underwriters and for the company.
It is during this period that the selling effort takes place.

Selling the Stock
As soon as the registration statement is filed with the
SEC, the managing underwriter will form a group, or syndicate, of
underwriters who will participate in the offering. The syndicate is
formed to obtain a broad geographical distribution of the stock
and to provide a balance between institutional and individual
stockholders. It generally comprises 50 to 100 firms.
In a firm commitment underwriting, the syndicate
members participate with the managing underwriter in assuming
the risk of selling the stock. The managing underwriter will
usually purchase 25-35% of the shares offered and bring into the
group enough members to purchase the remainder. Each
member commits to purchase a certain number of shares of
stock; however, the managing underwriter is not obligated to
allot each member the shares committed to.
As firms accept positions in the syndicate, their
salespeople begin talking with clients and furnishing them with
copies of the preliminary prospectus.
The selling is really a group effort. The managing underwriter will "run the books", keeping track of the outstanding orders. Some participating underwriters might purchase two or
three times their commitment, while others may purchase none
of the shares they committed to.
Because the underwriting agreement is not signed until
the end of the waiting period, the managing underwriter and the
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syndicate members know how many shares they can sell before
any are purchased from the company. So, as a practical matter,
they do not run any significant risk that they cannot resell the
shares. However, the SEC requires that each syndicate member
be able to back up its commitment with sufficient capital; if the
stock should not sell as well as expected, the members could be
forced to purchase the shares committed to.
The initial commitment is also a factor in dividing up the
underwriters' discount. In a typical arrangement, 20% of the
discount is the fee to the managing underwriter for managing the
offering; 20% is the underwriting fee (divided amongst all the
underwriters, based upon their allotment); and 60% is the sales
commission (divided amongst the underwriters based upon the
shares sold by each).
As indicated above, the underwriters will know how many
shares can be sold before they enter into the underwriting agreement. Although the preliminary prospectus will indicate the anticipated number of shares to be sold and the expected price
range, the underwriters find out during the waiting period how acceptable that price and size of the offering are to investors. Both
factors may change before your offering goes effective.
If your underwriters have done a thorough job, any
changes during this period will generally reflect only changes in
market conditions. Throughout the registration process, a series
of pricing discussions will occur between you and your
underwriters to set the initial price and size of the offering and to
apprise you of any needed revisions. Sometimes, market
conditions may cool down and you may have to settle for less or
cancel the offering altogether. On the other hand, the demand for
the stock may be surprisingly high, and you may be able to
expand the size of the offering and increase the price.

The Quiet Period - What You Can and Cannot Do
The 1933 Act prohibits any public offering of a security to
be made, either orally or in writing, prior to the initial filing of the
registration statement. In this context, what constitutes an offering has been defined very broadly. Any publicity effort, if designed to create a favorable attitude towards the securities to be
offered and to artificially stimulate the market, may be
considered an illegal offering.
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The SEC, through various releases, has established
guidelines as to the publication of information outside of the
prospectus, both before and after the effective date of the offering. It is very important that everyone in the company be aware of
these guidelines. Failure to comply can lead to a halt in the offering process until the interest that has been stimulated has
cooled down.
The actual period of time covered by the guidelines extends from the time you reach a preliminary understanding with
the underwriters (i.e., the time you have made the decision to go
public) to ninety days after the effective date (when brokers and
dealers are no longer required to deliver a prospectus to potential
investors). During this "quiet period", any publicity release can
raise questions as to whether the publicity is part of the selling
effort, even if the release contains no offer nor even a mention of
the company's effort to sell securities.
The SEC encourages the continuation of normal advertising, new product announcements, reports to shareholders, and
announcements to the public regarding factual business and
financial developments. It discourages the introduction of new
publicity, statements forecasting revenues or income, and the
publication of opinions concerning values.
During the quiet period, all press releases should be
cleared with your attorneys and your underwriter. Your key executives should also meet with the attorneys and underwriters to
review what may or may not be said publicly about the company.
A specific rule (Rule 135) allows you to announce that you
propose to make a public offering of securities. In a published
statement, such as a news release, you must state that the offering will be made only by means of a prospectus. You may provide
some limited information, including the amount of securities you
propose to sell, the amount of the offering to be made by selling
stockholders (if any), the expected timing of the offering, and a
brief explanation of the manner and purpose of the offering. This
announcement is usually made on the day the initial registration
statement is filed.
Once you have filed and the waiting period begins, you
are forbidden to publish written sales literature, except for the
red herring prospectus. Oral selling efforts (conversations
between the company or its underwriters and the prospective
buyers relating to information in the prospectus) are also
allowed.
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During your discussions with the underwriters, they will
make reference to placing "tombstone ads", so-called because
of their formal, spare wording and lack of adornment. The ads
contain only the following limited information: the name of the
company, the title of the security, the amount being offered, the
offering price, and the name of the underwriters. The purpose of
the ads is to announce the issue in the press and to tell
interested parties where they can obtain a copy of the
prospectus. Because tombstone ads are not intended to be
selling ads, they are allowed during the waiting period. However,
companies traditionally do not publish them until after the
effective date. At that time, another news release is also normally
distributed announcing that the offering has commenced.

Speaking Engagements
During the waiting period, the managing underwriters
may also take company executives on a one-to-two-week
speaking tour, often referred to as a "road show". The tour will
cover as many as a dozen key cities where institutional or
individual investors have indicated strong interest.
The purpose of the road show is to meet the prospective
underwriters who have been invited into the underwriting syndicate and to make presentations to key investors, portfolio
managers, and security and industry analysts. The meetings
allow these people to ask you questions about the company and
the material contained in the prospectus. You should view these
meetings as opportunities to present the complete story of your
company to those people who will buy your stock, sell the stock
for you, or influence the people who buy your stock. If you are
meeting them for the first time, you should take care to satisfy
them that you and your associates are people of ability and integrity who will provide solid leadership to your company in the
years ahead. Convince them not only of the growth potential of
your company but of the executive capacity of your team.
The tour is organized by your underwriters. During the
tour, you will be subject to the quiet period guidelines. They will
coach you as to what questions to expect, how to answer those
questions, and what you can and cannot say during those
meetings. The road shows are very grueling but absolutely
essential. In between presentations at breakfast, lunch, and/or
dinner meetings, you may meet with individual analysts who
specialize in your industry. The tour will educate the financial
community about your company and help generate and sustain
interest in your stock through the period of the offering.
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SECTION 9
CLOSING THE DEAL

Signing the Underwriting Agreement
As a rule, you will not enter into a written underwriting
agreement until the morning of the date the registration statement is to be declared effective by the SEC.
Prior to that time you have an oral agreement with the underwriters or, in some cases, a letter of intent. The purpose of a
letter of intent is to outline the basic method of financing acceptable to both parties, the price range at which the underwriters
believe the shares can be sold to the public, and the approximate
underwriting compensation. The letter of intent is not a legal
commitment by either side to proceed with any predetermined
transaction.
After the close of business on the day before the effective
date, the managing underwriters and the company agree on the
selling price to the public. The morning of the effective date, the
managing underwriters and the other underwriters participating
in the syndicate sign an "agreement among underwriters". This
agreement authorizes the managing underwriters to sign the underwriting agreement, specifies the terms on which the participating underwriters will participate in the syndicate, and
spells out the powers of the managing underwriters to manage
the offering.
Immediately thereafter, the underwriting agreement is
signed by the company, the managing underwriters, and the selling shareholders (if any). The underwriting agreement will include
the offering price of the stock; commissions, discounts, and expense allowances; the method of underwriting; and an indemnification agreement.
Once the underwriting agreement is signed, the pricing
amendment is filed with the SEC, the registration statement is
declared effective, and the offering commences. Until that time,
the company has no legal right to compel the underwriters to
proceed with the offering.
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As a practical matter, once preparation of the registration
statement begins, reputable underwriters rarely refuse to complete the offering unless there are significant adverse changes in
market conditions or the registration process reveals serious
problems of the company of which the underwriters were not
previously aware. The managing underwriters have a vested interest in completing the offering, since they have invested considerable time and expense in investigating the company's business
and affairs, helping to prepare the registration statement, and organizing a selling syndicate.
However, if the market drops significantly during the
waiting period, it is not unusual for an offering to be postponed or
cancelled after the registration process starts. If the market is not
willing to accept the originally anticipated price range or is unwilling to absorb an offering as big as the one contemplated, the
company may be faced with accepting an offering of unsatisfactory size or price, postponing the offering until the market improves, or even abandoning the offering completely.

Registrars and Transfer Agents
If your stock will be traded over the counter rather than
listed on a stock exchange, you are not required to have an independent registrar and transfer agent. Your corporate secretary
may assume responsibility for issuing all shares and for maintaining the company's stockholders' certificate ledger and a
transfer journal showing day-by-day transfers.
However, a company going public will have a large
number of shareholders, and as regular trading develops, shares
will change hands daily. Not only is this an administrative
burden, but transfers must be handled with absolute accuracy
because any mistakes can lead to claims against the company
and possible financial liability. Independent agents will assume
responsibility for making sure that mistakes in stock transfers do
not occur. And, as a practical matter, your agreement with the underwriters may require such independent agents.
You should appoint a registrar and a transfer agent before
the closing of your offering. Stock registration and transfer services are provided by commercial banks and by trust companies.
Companies often appoint the same organization to provide both
services.
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The transfer agent's primary responsibilities are to handle
the transfer of shares from one person to another and to maintain
the stock books (stockholder ledger cards), which are the official
records of the names and addresses of the company's owners.
Corollary responsibilities assigned to transfer agents may
include disbursing cash dividends, mailing annual reports and
proxies, distributing stock dividends, and keeping custody of
unissued stock certificates.
Registrars are responsible for making sure that stock is
not over-issued. They countersign all stock certificates to make
sure the number of shares issued is not greater than the number
surrendered for cancellation, and they keep active records of all
shares outstanding. Registrars keep records of the certificates
that have been cancelled, lost, or destroyed, as well as those that
have been issued so that at any given moment they have the exact record of shares outstanding. As such, their role is to crosscheck the work of the transfer agent.

The Closing
The closing marks the conclusion of the offering. It is a
formal meeting which may be attended by the company and its
counsel, the managing underwriters and their counsel, the registrar and transfer agent, and the accountants to exchange documents, certificates, checks, and receipts. Among these exchanges, the underwriters give the company a check for the net
proceeds of the offering, the registrar and transfer agent give the
underwriters the stock certificates, and the accountants give the
underwriters a second comfort letter as of the closing date.
If the registration statement was your company's first
filing under the 1933 Act, you generally will need to file a Form
SR, which is a report on the use of proceeds. As indicated earlier,
the section in your prospectus on the use of proceeds must be
drafted carefully; if the proceeds weren't used substantially in
the manner described in the prospectus, the SEC may proceed
against you for having filed a registration statement that included
an untrue statement of a material fact. A Form SR must be initially filed approximately three months after your registration
statement goes effective and once every six months thereafter,
with a final one filed within ten days after the offering has been
completed and the proceeds applied toward their intended use.
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SECTION 10
AFTER YOU GO PUBLIC...
Trading and After-Market Support
Your stock will initially be traded on an "over-the-counter"
basis. While the exchanges operate as auction markets, the overthe-counter market generally conducts business by negotiation.
Broker-dealers contact each other and negotiate the bid and
asked prices. The bid side represents the price at which a
security can be sold, the asked side the price at which a security
can be purchased.
People who wish to buy or sell an over-the-counter
security ask their broker to get the bid-asked prices. If it is a large
transaction, the broker then calls several other broker-dealers
(the "market-makers") for this information and reports back the
best price obtainable.
As part of its after-market support for your stock, your underwriting firm will normally be the principal market-maker in
your stock. As such, the firm will stand ready to purchase or sell
your stock in the inter-dealer market.
Upon initial sale of your stock, some buyers may
purchase shares with the intention of getting in for the initial
price rise and then selling. These buyers will sell several days
after acquiring stock at the initial offering price. When this stock
returns to the open market, it could adversely affect the aftermarket, forcing the market price below the initial public offering
price. To stabilize the market and prevent or retard a decline in
the market price, the managing underwriter, acting on behalf of
the syndicate, may enter bids to buy the stock offered by those
wishing to sell in the early stages of the offering. These bids
cannot be higher than the offering price and cannot begin at a
price above the current bid price.
Additionally, underwriters are allowed to engage in "overallotment," where they offer and sell more shares than they are
obligated to buy under the underwriting agreement. This practice
automatically creates for them a "short" position; that is, they
have sold shares they do not have. Their short position is subsequently covered by the stock resold by speculative buyers, and
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the offering price is sustained. Additionally, the underwriting
agreement in a firm commitment offering often gives the underwriters an option to purchase more shares from the company,
solely to cover over-allotments. (This option is referred to as a
"green shoe" because it was first used in an offering by the
Green Shoe Company.)
If the underwriters intend to over-allot or to engage in
stabilizing activities, the following statement will be found on the
cover page of the prospectus:
IN CONNECTION WITH THIS OFFERING, THE
UNDERWRITERS MAY OVER-ALLOT OR EFFECT
TRANSACTIONS WHICH STABILIZE OR MAINTAIN THE MARKET PRICE OF THE COMMON
STOCK OF THE COMPANY AT A LEVEL ABOVE
THAT WHICH MIGHT OTHERWISE PREVAIL IN
THE OPEN MARKET. SUCH STABILIZING, IF
COMMENCED, MAY BE DISCONTINUED AT ANY
TIME.
Stabilization is a highly technical practice, allowed by the
SEC if certain requirements are met. Detailed reports of all
stabilizing transactions must be filed with the SEC.

Your Relationship With the Financial Community
After you go public, the financial community will take an
interest in your company and will want information about it. It is
important to develop a good relationship with that community, as
it plays a large role in sustaining market interest in your stock.
Investment banking firms and retail brokerage houses
maintain investment research departments - groups of analysts
who continuously study the progress of many companies. Additionally, independent analysts follow specific industries and
companies within those industries. These people assist
investors in evaluating and interpreting the financial affairs of
companies. They will study your annual and quarterly reports and
other information you may disclose to the public. They may also
conduct management interviews to gather on-the-spot
information, and some may visit your company. They will want to
meet with top management personnel, and you should strive to
maintain an "open door" policy with them.
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If the analysts don't come to see you, you should attempt
to meet with them as much as possible. If, say, you are planning a
business trip to New York and an analyst in that city is wellversed in your industry, ask your underwriter or your public
relations firm to arrange a meeting. Many of these analysts
publish detailed reports which may be circulated widely
throughout the country. Your contacts with them will keep them
informed of your company's progress and will build good will for
your company.
Appearances before societies of security analysts should
also be an integral part of your financial public relations program.
These people are in a position to recommend to investors the purchase or sale of your stock. If they invite you to make a presentation, you should take the opportunity to do so.
As a public company you must promptly disclose material
information (both positive and negative) to investors, unless you
have a legitimate business purpose for keeping it confidential.
The kinds of information you should disclose include new
products or services, important new contracts or projects, significant acquisitions or joint ventures, key management changes,
and financial results.
Public disclosures are generally made through press
releases. Because the media reports selectively, you may on
some occasions want to send the releases directly to the stockholders to make sure you've satisfied your obligations for full
disclosure.
You must take care not to release any material information to someone who may rely on that information to buy or sell
stock unless you simultaneously release it to the general financial community. If you have confidential information that is
prematurely disclosed to someone (i.e., a security analyst) who
may not keep it in confidence, then you must release that information to the public as soon as possible. Similarly, if you disclose information such as projected earnings to one analyst
(whether willfully or unintentionally), you must disclose it to everyone.
To assure appropriate, adequate, and timely disclosures,
you may want to designate one person in the company to be the
information officer, with the responsibilities of (1) responding to
requests for information from security analysts, the trade and
business press, and other interested parties, and (2) reviewing all
proposed press releases and texts or outlines of speeches or interviews with the press. You may also want to authorize only certain officers or employees to speak with members of the financial
community.
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Compliance with Securities Laws
Now that you are a public company, you are subject to all
federal securities laws. You, your officers, and your directors
should meet with company counsel to discuss your obligations
and responsibilities under those laws. We briefly discuss some
of the requirements below; however, you should bear in mind that
these laws are extremely complex and that counsel should be involved in assuring that your company complies with them.
Timely disclosure of information. We discussed earlier
your obligation to disclose material information on a timely
basis. In most cases, it is clear whether a fact is material. In some
cases, it is not. Generally, if you as an investor would consider
the fact important in making an investment decision, then it is a
fact that should be disclosed.
Trading on insider information. No one who has inside information about the company should buy or sell the company's
stock before that information is released to the public. This applies to all officers, directors, and employees. It also applies to
people outside of the company who gain access to this information; in fact, if an insider tips another person, both parties may be
liable for damages under federal securities laws.
The '34 Act. If you have total assets of more than
$1,000,000 and more than 500 shareholders, you must register
your company under the Securities Exchange Act of 1934.
Registration under the '34 Act subjects your company to five sets
of legal requirements: periodic reporting, proxy solicitations, the
Foreign Corrupt Practices Act, tender offers, and insider trading.
Periodic reporting requirements. The company must file a
Form 10-K report with the SEC annually. The Form 10-K is
designed to update on a continuing basis the disclosures in your
registration statement. Consequently, it will contain information
about the business and management and the latest audited financial statements. The disclosures, however, will generally be more
condensed than those contained in a Form S-1.
Every quarter you must file a Form 10-Q. These reports
Contain unaudited quarterly financial statements, management's
discussion and analysis of financial condition and results of
operations, and narrative disclosures in the event that specific
reportable events (legal proceedings, changes in securities,
defaults upon senior securities, and the submission of matters to
a vote of security holders) have occurred during the quarter.
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A Form 8-K must be filed if any of the following events
have occurred: changes in control, the acquisition or disposition
of a significant amount of assets not in the ordinary course of
business, bankruptcy or receivership, changes in independent
accountants, and certain resignations of directors. The Form
must be filed within 15 days of occurrence of the event.
If you do not need to register under the '34 Act, you must
nevertheless comply with these periodic reporting requirements
for the balance of the year in which you went public and for each
subsequent year in which you have 300 or more shareholders.
Proxy solicitations. Before you hold a stockholders meeting or seek a written stockholder vote on a matter, you must send
out an information statement or, if you are soliciting proxies, a
proxy statement. If it is an annual meeting and directors will be
elected, you must also send an annual report. The SEC dictates
the form of the proxy card and the content of the proxy materials,
which must be filed with the SEC ten days before they are mailed
to stockholders.
The Foreign Corrupt Practices Act ("FCPA").
imposes a statutory requirement for companies to:

The FCPA

•

maintain reasonably accurate detailed records of their
transactions, and

•

maintain a system of internal accounting control sufficient to reasonably assure that (1) transactions are executed in accordance with management's authorization,
(2) the transactions are recorded properly, (3) access to
assets is adequately safeguarded, and (4) there is
adequate accountability over the assets.

The FCPA was adopted in the post-Watergate period, after
widespread publicity about "sensitive payments" by companies
to government officials, to foreign companies and governments,
and to suppliers, customers, etc. If companies comply with the
FCPA provisions, these sensitive payments will, theoretically, be
disclosed and will cease. Even without the existence of the
FCPA, companies (both private and public) would want to maintain adequate records and internal controls. With the FCPA,
companies and their employees are subject to legal sanctions for
noncompliance.
Tender offers. The '34 Act contains several provisions
relating to tender offers and to persons owning more than 5% of
the stock, whether or not that stock was acquired through a
tender offer. After your company is registered under the '34 Act,
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people who become owners of more than 5% of your stock or
who tender an offer that will result in their owning more than 5%
of your stock must make certain disclosures to the SEC and to
your company. The provisions regulate the manner in which a
tender offer may be made and the manner in which the company
may resist a tender offer.
Insider trading. Certain insiders - stockholders holding
more than 10% of the stock and all officers and directors - must
file with the SEC certain reports regarding their stock holdings.
An initial report must be filed by the time the company's '34 Act
registration becomes effective. Any person who subsequently
becomes subject to this requirement must file an initial report
within ten days of acquiring that status. Once the initial report is
filed, any changes in holdings (purchase, sale, gift, exercise of
options, etc.) must be reported by the tenth day of the month
following the change.
All reporting persons are subject to the "short-swing
profits" provisions of the '34 Act. If these individuals realize any
profits from the purchase and sale or sale and purchase of the
company's stock within a six-month period, they may have to turn
over such profits to the company. This can apply whether or not
the trading was based on insider information.
Reporting persons are also not permitted to sell
securities which they do not own at the time (sell "short") or, if
they do own, do not deliver within twenty days after the sale (sell
"short against the box").
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APPENDIX
ALTERNATIVES
TO GOING PUBLIC
Before you decide to go public, you should be aware of alternative methods of capital formation which would be exempt
from SEC registration. Some common alternatives are R&D
limited partnerships, private placements of stock, securities to
be sold on an intrastate basis only, and small offerings exempt
from SEC registration under Regulation A.

R&D Limited Partnerships
Since the late-1970's, research and development (R&D)
limited partnerships have emerged as an acceptable method of
raising capital to fund research and development. These partnerships are designed to pass through tax benefits to investors,
reducing their after-tax investment and increasing their potential
rate of return. These tax benefits enable investors to take financial risks that might be unacceptable to venture capital or conventional equity investors.
A company that wants to fund a specific R&D project will
locate investors and form a limited partnership, with the
company or an independent party as the general partner. The
partnership enters into a fixed-price contract with the company
to perform the necessary R&D. The cost of the R&D represents
losses to the partnership, which are allocated to the individual
limited partners.
When the project is completed, the partnership owns the
rights to the new technology. The company may acquire those
rights in various ways. In a royalty partnership, the company purchases the technology or an exclusive license to use the technology in exchange for royalty payments or a cash and/or stock
lump-sum payment. In an equity partnership, the partnership interests are converted into shares of stock in a new corporation
that is formed to manufacture and market the product. In a joint
venture arrangement, the product is manufactured and marketed
by a joint venture of the company and the partnership; at some
point one of the parties buys out the other's interest.
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Some of the advantages of this form of financing are:
•

It causes less dilution than venture capital and conventional equity financing.

•

The risk of unsuccessful completion rests with the
partnership rather than the company.

•

The company retains control over the direction of the
product's development.

•

The company can reacquire all rights to the product.
The disadvantages are:

•

If the project is successful, the cost of capital is very expensive (25-50% on an annual basis).

•

It requires extensive time and expense to organize.

•

Because it is available only to fund research and development expenditures, it only complements more traditional
sources of capital. You will still need bank loans and equity to finance working capital and equipment
acquisitions.

Private Placements of Stock
Regulation D of the Securities Act of 1933 contains the
rules governing the limited offer and sale of securities exempt
from registration with the SEC, or private placements.
To avail yourself of a Regulation D exemption, you must
meet the following conditions:
(1) You do not offer or sell the securities through general advertising or general solicitations.
(2) You take reasonable care to ensure that purchasers do
not intend to resell the securities by printing a legend on
the stock certificates stating that the securities have not
been registered under the 1933 Act and setting forth the
restrictions on their sale or transfer.
You can sell up to $500,000 of securities in any 12-month
period under these conditions.
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If you want to sell more (up to $5,000,000 of securities) in
any 12-month period, you may do so without registration if you
also limit the number of non-accredited investors to 35
(accredited investors are generally institutional investors, certain
company insiders, and wealthy individuals). Also, if you sell to
non-accredited investors, you must furnish all purchasers with
generally the same information that is required in a prospectus,
except that the financial statement requirements are less stringent.
Further, if you sell only to sophisticated investors (those
who have "such knowledge and experience in financial and business matters that [they are] capable of evaluating the merits and
risks of the prospective investment"), you may sell an unlimited
amount without registration.
An exemption is also available to you under Section 4(6)
of the 1933 Act. The conditions are comparable to those above
except that you may sell only to accredited investors, and you
may sell no more than $5,000,000. In all instances, a notice of
sales of securities must be filed with the SEC.
Even if you are exempt under federal securities laws, you
still must satisfy the blue sky laws in the states in which you intend to sell the securities. Some states require registration
regardless of the size of the issue and, in fact, the SEC exempts
you from all of the conditions discussed above if you sell less
than $500,000 of securities and you sell only in those states
requiring registration with the state and delivery of a propectus.

Intrastate Issues
If you offer and sell securities within a single state, you
may be exempt from the registration requirements by Section
3a(11) of the 1933 Act. Under this exemption there is no limit on
the size of your offering or the number of purchasers.
The intent of the exemption is to make possible the local
financing of local companies. To qualify you must be incorporated in the state in which you are making the offering, you
must be doing a significant portion of your business in that state,
and you must sell the securities only to residents of the state. If
just one share is sold to a nonresident, your entire issue may be
in violation of the 1933 Act. Not only must the original sale be to
state residents, but resales during the distribution period are also
so restricted (this distribution period may be a year or longer).
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Companies making intrastate offerings generally comply
with Rule 147, a "safe harbor" rule which, if complied with, assures the company of the exemption. Under the Rule, you must
be incorporated in the state in which you are making the offering;
have your executive offices in, derive 80% of your revenues from,
have 80% of your assets within, and intend to use at least 80% of
the offering proceeds in connection with the operation of your
business in that state; sell only to state residents (as evidenced
by a written representation from each purchasor); and place a
legend on the stock certificates indicating that resale to nonresidents may not occur for at least nine months after the offering is
completed.
The principal advantage to intrastate issues is the cost,
which can be as little as 25% of the cost of a full registration. The
disadvantages include limited distribution of stock and the
restrictions on resale, which may reduce the price you can command for the stock.

Regulation A Offerings
Public offerings of no more than $1,500,000 (limited to
$100,000 per seller in a secondary offering) in any 12-month
period may be exempt from SEC registration under the rules contained in Regulation A. Because you are not required to file a
registration statement, you are not "going public" as the phrase
is popularly used; however, your securities do become tradeable
and you do in fact become a public company. Additionally, although you are technically exempt from registration, you must
(unless the offering is no more than $100,000) supply each purchaser with an offering circular, which is very similar to a
prospectus, and must file that circular and other documentation
with the SEC. Consequently, the Reg A offering is often referred
to as a "short-form registration".
The principal advantages of Regulation A offerings, as opposed to full registrations, are that the required financial statements are simpler and need not be audited, and the expenses are
usually less.
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GLOSSARY

GLOSSARY

Acceleration. Procedure in which the SEC declares a registration
statement effective, waiving the statutory twenty-day
waiting period after the registration statement is filed in
final form.
Agreement among underwriters. An agreement signed by the
members of the underwriting syndicate empowering the
managing underwriter to sign a purchase agreement with
the company selling the stock (issuer).
All hands meeting. A meeting of all the parties involved in
preparing the registration statement (normally company
representatives, company counsel, the underwriters,
underwriters' counsel, and the accountants).
All-or-none. A best efforts underwriting agreement in which sales
are final only when and if the entire issue is sold.
Analyst. An individual who studies the development of individual
companies or industries for the purpose of advising
investors.
Bail-out. An offering where the selling stockholders are perceived
to be selling their interests because of a loss of
confidence in the company's potential.
Best efforts. An underwriting agreement in which the underwriters agree to use their best efforts to sell the issue, acting only as agents of the issuer.
Bid and asked. The quoted prices for trading in the over-thecounter market. The bid is the highest price someone is
willing to pay; the asked is the lowest price at which
someone will sell.
Blue sky laws. A popular name for the various states' securities
laws which have been enacted to protect investors
against securities frauds.
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Blue sky survey. A summary circulated to the various members of
the underwriting syndicate indicating the states in which
dealers may offer the securities for sale, and the conditions under which those securities may be offered.
Capitalization. The total amount of the various securities issued
by a company. For registration statement purposes,
capitalization includes all short- and long-term debt.
Closing. A meeting at the conclusion of an offering, held for the
purpose of exchanging documents and the proceeds
from the offering.
Comfort letter. Letter written by the independent accountants to
the underwriters, indicating the results of tests
performed on financial data, as requested by the underwriters.
Dealers. Individuals or firms in the securities business who buy
securities for their own account and sell to customers
from inventory, as opposed to brokers who act as agents
for buyers and sellers.
Deficiency letter. A letter from the SEC commenting on
deficiencies noted in its review of a registration
statement.
Dilution. The reduction of one's relative interest, i.e., the sale of
additional shares dilutes the percentage of one's
ownership.
Directors' questionnaires. Questionnaires circulated by company
counsel and underwriters' counsel prior to registration.
The questionnaires verify information related to the directors, which information is to be disclosed in the
registration statement.
Due diligence. A reasonable investigation conducted by the parties involved in preparing a registration statement to form
a basis for believing that the statements contained
therein are true and that no material facts are omitted.
Financial printer. A printer who specializes in the printing of
financial documents, including prospectuses and
registration statements.
Firm commitment. An underwriting agreement under which the
underwriters agree to buy the entire issue and then resell
it.
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Foreign Corrupt Practices Act. Provisions within the '34 Act
which require companies to maintain adequate records
and systems of internal control.
Form 8K. Report required to be filed with the SEC when specific
reportable events occur.
Form S-1. The most commonly used SEC form for registering
securities in an initial public offering.
Form SR. A report required to be filed after an initial public
offering which explains how the proceeds of the offering
were used.
Form 10-K. Annual report required to be filed with the SEC in
compliance with the '34 Act.
Form 10-Q. Quarterly report, containing primarily unaudited
quarterly financial information, required to be filed with
the SEC in compliance with the '34 Act.
Green shoe. An option in a firm commitment underwriting
agreement allowing the underwriters to purchase
additional shares of stock from the issuer or the selling
shareholders to cover over-allotments.
Intrastate offering. An offering of securities exempt from
registration, which will be sold only to residents of the
state in which the issuer is doing a significant portion of
its business.
Investment banker. The middleman between the company
issuing new securities and the investing public. Also
known as an underwriter.
IPO. Initial public offering.
Legend stock. See Restricted stock.
Letter of intent. A non-binding letter from the underwriter to the
issuer, confirming the underwriter's intent to proceed
with an offering and the general terms of the underwriting
agreement.
Making a market. Efforts by a dealer to maintain trading activity in
a particular stock by offering firm bid and asked prices in
that stock.
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Managing underwriter. The lead underwriter whose functions
include forming the underwriting syndicate.
Market-maker. A dealer who makes a market in a particular
security.
NASD. The National Association of Securities Dealers, Inc., an
association of brokers and dealers in the over-the-counter
market. NASD reviews underwriters' compensations to
determine whether underwriting arrangements are fair
and reasonable.
Offering circular. A document, similar to a prospectus, which is
used in offerings not requiring registration with the SEC.
Officers' questionnaires. Questionnaires circulated by company
counsel and underwriters' counsel prior to registration to
verify information relating to the officers, which
information is to be disclosed in the registration
statement.
Over-allotment. A practice in which underwriters offer and sell
more shares than they have agreed to buy from the issuer.
Over-the-counter market. A market made up of dealers who make
a market for those securities not listed on an exchange.
The over-the-counter market is made between buyers and
sellers over the telephone, rather than the auction-type
market found on exchanges.
Partial secondary offering. An offering in which securities are
offered for sale by both the company and by existing
stockholders.
Pricing amendment. The registration statement in final form, socalled because it will include information regarding the
price of the offering.
Primary offering. An offering in which previously
securities are offered for sale by a company.

unissued

Private placement. An offering of securities exempt
registration, which is limited in distribution.

from

Prospectus. The document or brochure, used as the selling document in an offering, that discloses pertinent information
regarding the issuer.
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Proxy solicitation. The request to be empowered to vote on
someone else's behalf. A proxy statement must be
furnished to stockholders before soliciting their proxies.
Purchase agreement. See Underwriting agreement.
Quiet period. The period between the time you reach an
understanding with the underwriters regarding your
intent to go public and ninety days after commencement
of the offering, so-called because of the restrictions on
publicity.
Red herring. A preliminary prospectus, circulated during the
waiting period, which bears a legend in red ink stating
that the registration statement has not yet become
effective.
Registrar. An agency which issues certificates to new
stockholders and checks the transfers of stock to insure
that the number of new shares issued is the same as the
number of shares cancelled.
Registration. The administrative procedure for filing information
required under the 1933 Act.
Registration statement. A document filed with the SEC to
register securities under the 1933 Act. The statement, on
any of Forms S-1 through S-18, comprises the
prospectus and other information not required in the
prospectus.
Regulation A. Provisions of the 1933 Act which contain the rules
governing public offerings of no more than $1,500,000,
exempt from registration.
Regulation D. Provisions of the 1933 Act which contain the rules
governing private-placement offerings.
Regulation S-K. The standard instructions for preparing the nonfinancial portions of Forms filed under the 1933 Act and
the '34 Act.
Regulation S-X. The standard instructions for preparing the
financial portions of Forms filed under the 1933 Act and
the '34 Act.
Restricted stock. Securities, usually issued in a private
placement, which have limited transferability. Also called
legend stock or lettered stock.
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Road show. A tour by a company's executives during the waiting
period, for the purpose of making presentations to
analysts and underwriters.
Rule 144. An exemption provided in the 1933 Act which allows,
under certain conditions, the sale of restricted and
control stock in the public market without registration of
that stock.
SEC. The Securities and Exchange Commission, established by
Congress, to administer federal securities laws.
Secondary offering. An offering in which securities of previously
unregistered stock are offered for sale by existing
stockholders.
Securities Act of 1933 (1933 Act). Regulates the disclosure
requirements for securities offered and sold in interstate
commerce and through the mails.
Securities Exchange Act of 1934 ('34 Act). Regulates and controls
the securities markets and related practices and matters.
Short sale. A sale of securities that are not owned by the selling
party. In anticipation of a decline in prices, a seller sells
short and borrows securities to make delivery. The seller
later buys shares to replace those borrowed and, if the
price did in fact decline, makes a profit.
Short-swing profits. The profits from trading in the company's
stock realized by directors, officers, and major
shareholders of a company within any six-month period.
Stabilization. Attempts by the
during the distribution
through the purchase of
when the market price
offering price.

underwriters to stabilize prices
of a new issue, specifically
securities for their own account
is at or dips below the public

Syndicate. A group of investment bankers who together
underwrite and distribute an offering of securities.
Tender offer. A formal offer to purchase shares of stock from
existing stockholders, usually in connection with an
attempt to gain control of the company.
Tombstone. An advertisement announcing an offering of
securities and indicating where a copy of the related
prospectus may be obtained.
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Transfer agent. An agency which keeps the official records of the
names and addresses of a company's stockholders and
handles the transfer of shares from one person to
another.
Underwriter. See Investment banker.
Underwriters' questionnaire. Questionnaire circulated to all
prospective members of the underwriting syndicate to
obtain information regarding the name and address of the
underwriters, any relationships with the issuer, stock
ownership, etc.
Underwriting agreement. An agreement between a company and
its underwriters, setting forth the terms of the offering,
including method of underwriting, the offering price, and
commissions.
Waiting period. The period between the date the registration
statement is initially filed with the SEC and the date it is
declared effective.
Window. The period of time when the public market is anticipated
to be receptive to the purchase of new securities.
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